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Morning Session - 10:00 to 12:30 
Chairman: Se Se Huebner, University of Pennsylvania 
Paperst Ss He Nerlove, University of Chicago 
Some Problems Related to Life Insurance Receiverships 
Albert He iiovwbray, University of California 
How Far Should Further Increase in Insurance Facilities be 
Permitted? 


Discussion 


Luncheon" 12330 to 2:00 
Chairman: Ralph He Blanchard, Columbia University 
Papers: Ce Ae Kulp, University of Pennsylvania 
Investu.ent of Unemployment Insurance Funds 


Afternoon Session - 2:00 to 5:00 
Chairman: Se Se Huebner, University of Pennsylvania 
Me Albert Linton, President, Provident Mutual Life Insurance Company 


Papers : 
The Effect of Inflation upon Life Insurance } 


Robert Riegel, University of Buffalo 
Life Insurance and the Moratorium ; 


Allied Subjects: (10 minutes each) 
Frank Ge Dickinson, University of Illinois 
Would Federal Control of Life Insurance Mean Improvement? 


He Je Loimn, University of Pennsylvania 
Is a Change in Investment Policy of Life Insurance Companies 


Towards Greater Liquidity Desirable? 
Je Me'Laird, Vice-President, Connecticut General Life Insurance 


Coupany 
Should Surrender and Loan Values be Restricted 
4 


Edison Le’ Bowers, The Ohio State University 
The Attitude of Companies in Accepting Large Amounts of Single 


Prewiui and Annuity Contracts 


Discussion 


Business Session‘*) - 5:00 P. Me 


(1) An unscheduled part of the program was the presentation to Dre Huebner 
of a fine clock, a token of appreciation for his outstanding work in 


insurance education by forty members of the associations 


(2) The officers elected for 1934 were as follows: 
Se Se Huebner, President Executive Committee 
Ralph He Blanchard, Vice President Se He Nerlove (1934 


Frank Ge Dickinson, Secretary-Treasurer Ae He Mowbray (1935 
Robert Riegel (1936) 


SOMB PROBLEMS RELATED TO LIFE INSURANCE RECEIVERSHIPS 
by Se He Nerlove, University of Chicago 


With few exceptions recent discussions pertaining to life insurance performance 
have emphasized the financial strength of life companiess Very often somewhere at 
the end of these discussions the authors conclude with pride in some such words as 
these: "Life insurance has again been tested and has again demonstrated its ability 
to weather the storm of great economic disturbancese” 


It is well known that such a conclusion is correct for all life companies 
taken togethere Life companies, as a whole, have been able to meet all their 
ohligations in the form of death benefits, matured endowments, annuities, and 
disability benefitse The amounts involved, as you all know, are tremendouse During 
the three depression years, 1930 to 1932, the actual payments in cash to living 
policyholders were approxiuately $4,200,000,000 and the cash payments to estates or 
beneficiaries were about $2,003,000,000, a total of more than $6,000,000,000 or 
an average paymont in cash of approximately $2,000,000,000 per yeare* A comparison 
of these figures with the actual cash outlays contemplated in President Roosevelt's 
Recovery Program affords at once an indication of their significances” 


It is common knowledge, too, that life companies have a financial resilience 
to economic conditions in times of stress that makes it highly probable that they 
will, as a whole, satisfactorily weather serious financial disturbances such as 
the one through which we have been passinge. This strategic position primarily 
arises out of the relationship which tends to exist between the income and outgo 
of life companiese Excluding policy loans and forfeiture values, the annual total 
aggregate expenditures of all life companies has varied between 62 and 66 per cent 
of the annual totai aggregate incowes during the 28 year period between 1904 and 
1932. Further evidence in this connection is that even in 1932 the increase in 
admitted assets of all life companies was considerably over $500,000,000. © 


In this connection, it must be noted, however, that the general financial 
picture of life companies in 1933 will not show the strength indicated in 1932. — 
There may even be a decrease in admitted assets recorded for 1933, either on account 
of drastically reduced incowes or devaluation of assets; and, accordingly, incoues 
of all life companies may exceed expenditures by a very small wargin, if by any 
margin at alle 


In general, howevery the evidence fully substantiates the conclusion that taken 
together all life companies have been able, at least to date, to take care of all 
their obligationse And this situation is to the credit of life companiese Un- 
fortunately, however, this kind of general analysis made by most observers does not 
give enough attention to those life companies that have been unable to weather the 
great economic disturbance of the last four yearse ~» 


It is very difficult te optain accurate figures showing how significant such 
cases have been, first, because the reliable sources affording periodically infor~ 
mation about going life companies give less attention to companies that have been 
put into receivership, and second, because the life companies that are in such, 
precaious condition have so far been, in the main, smaller organizationse {ff it 
is reasonable to assume that all life companies retiring from business during the 
depression period, 1930 to 1933, left the life insurance field because they were 


*John Re Hardin, address delivered at the 26th annual convention of the Association 
of Life Insurance Presidents in New York City’ on December 9, 1932 - Life Insurance 
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in financial difficulty, then over 1,800,000 policy contracts and, roughly, 
$3,000 ,000,000 of life insurance in force were connected with life companies that 
were unable to meet their obligations fully during the present depressione Although 
relatively these figures appear to be insignificant - less than 3% of the total 
number of life insurance policyholders and of the total amount of insurance in force 
in this country - they do show clearly that, conservatively speaking, at least 
1,000,000 policyholders have, in all probability, suffered heavy losses due to the 
failure of life insurance to perform effectivelye 


Many of these million policyholders were in life companies that were thrown 
into the hands of receiverse It follows, .herefore, that the problems of life 
insurance receiverships are of much greater consequence than would be supposed from 
the general financial analyses that are being made of all life companies taken 
togethere In addition, the interpretations being made by courts and by reinsurance 
contracts in these “failure-situations" have a very important bearing on under- 
standing the structure and functioning of the institution of life insurance, 
particularly the life insurance contracte 


The problems of life insurance receiverships can be looked at from various 
points of viewe They can be looked at from the viewpoint of the policy holdere 
| And, in this connection, the following questions, among others, might well be raised: 


What happens to the various classes of policy- 
holders when their company is thrown into the hands 
of a Receiver? 


What happens to the investment element in their 
contracts?= to the insurance element in their contracts? 


Following the receivership how much more do they 
have to pay for life insurance services? - for other 
benefits? 


Or, the problems of life insurance receiverships can be looked at from the point 

of view of a Federal Court, of the Receiver involved, of an Insurance Commissioner 
or Superintendent, of the Reinsuring Company, if eny, and of the entire life insur- 
ance institutione All of these points of view probably would be brought out if the 


following questions. were answered adequately: 


Why and when should a life company be thrown 
into the hands of a Receiver? 


How should the Court or Insurance Director and 
its Receiver handle their problems? 


If the Court or Insurance Director and its 
Receiver are able to obtain a reinsurance contract ' 
from a financially able life company what should ; 
the contract cover and how should it protect the 
various interests involved at the lowest possible | 


cost? In this connection, should there be @ 
complete differentiation between premium paying and 
non-prentium paying policyholders? 


_ It is evident that it is impossible to present this morning adequate answers 
to these questions. All that can possibly be accomplished is to present the 
‘answers which have been given in the past with some commentse 


One of the most difficult questions that either a court or the head of a state 
insurance department has to answer is when should a life insurance company be put 
into the hands of a Receivere In recent instances there has been adverse criticism 
levied at governmental officials both for throwing companies into the hands of a 
Receiver too soon and, also, for doing so too late to accomplish effectively the 
purposes of receivershipe 


Generally speaking, the major objectives of a life insurance receivership 
appear to be: 


(1) to stop certain activities of the insurance company in 
question so that it would be practically impossible for one 
group of creditors (including stockholders) to take advantage 


of the rewaining group, 


(2) to prevent prospective buyers of life insurance services 
from getting such services from a company that may be unable to 
meet its obligations in the near future, and 


(3) to obtain reinsurance for the policholders connected with the defunct 
company on reasonable termse é 


The first of these objectives is closely connected with the investment element and 
privileges that life insurance policies affords The second is closely related to 
both the insurance element and to the investment of life policiese .And the third 
is almost entirely connected with the insurance or protection feature of policiese * 


It is immediately evident that the attainment of these purposes is exceedingly 
'difficulte And when these difficulties are coupled with these facts: 


(1) that life companies, having their roots in the past and 
reaching forward into the future, have exceptionally long time 
contracts outstanding, and 


(2) that they are financially able to rehabilitate themselves 
because their annual incoue-outgo relationship is likely to be favorablo, 


it is apparent that declaring a life insurance company insolvent is very likely to 
be adversely criticisod. What is mare, it should be called to our attention, 
here, that the developmont’ of suspicion in the minds of policyholders in regard to 
the possibility of insolvency tends to create the very situation which justifies 
declaring a life company insolvent and placing it i reccivershipe 


In the case of life insurance companies, then, judges and legislators probably 
Should neither declare nor indicate that a life company is unable to continue 
operating when all that can be shown is that the value-estimates placed on its 
assets result in an amount which is not large enough to take care of its reserves 
and other liabilitiese Recent depression years have shown conclusively how illusive 
and uncertain these valué-estimates can be, even when the assets involved are 
’ securities that are bought and sold in an active markete What is needed now very 

much is a formal reconsideration of the basis upon which life insurance solvency is 
being determined. And, when this is done, the standards established should be 
flexible enough to take account of the financial resilience of life companies 
arising out of the favorable relationship of their incomes to their expenditures. 


‘ 
~ « 
> 
! 
i 
| 
q 


No criticism is implied by these comments of any of the actions recently taken 
by judges and law makers and enforcerse All that is being suggested is that not 
only great care shculd be taken before declaring a life company insolvent, but in 
determining insolvency a life company should be thought of as a financial self- 
rehabilitating unit of great resilience rather than merely as an ordinary investment 
and trust organizatione 


peas 


Once in receivership the problems are many and, as indicated above, difficult 
to handlee How should the Receiver perform his duties so that he can keep the 
policyholders together as a self-rehabilitating financial unit, at the same time 
that he protects variovs creditors and seeks a satisfactory reinsurance contract 
from a financially able life company? It is obvious that he has to be allowed to 
perform many acts which are not permitted in other receivershipse In addition to 
conserving and protecting assets, he should conserve the policyholders so that they 
will be able to got a reinsurance contract that will afford life insurance protec- 
tion and keep the loss of the investwont element in thoir lifo policios down to a 
minimum, even though the policyholders’ legal rights and claius, nocessarily, become 
more or less fixed at the dato of recoivorshipe 


Accoudingly, the Receiver, in almost all past receiverships of life companies, 
has been allowed to collect premiums although he has not been permitted either. to 
pay death benefits and cash surrender values or to make policy loanse These premiums 
have been, of course, kept separate from the other assets and they have been turned 
over either to the policyholders or to the reinsuring life company depending on 
whether or not the Receiver was forced to liquidate or was successful in getting a 
satisfactory reinsuranco contracte 


“What is mich more, the Receiver, in some instances, has been allowed to aid 
policyholders in paying their premiums in such ways as the following: 


(1) by giving them an extension of time on the 
basis of an agreement, which called for a premium 
on @ term rate basis for the extended period, and 


(2) by allowing policy holders to give premium 
lien notes for an amount that was estimated to be well 
within the limit of the unimpaired reserve of policies 
in qestione 


The allowance of this kind of leniency raises some nice legal and insurance 
questions, (once a part of the life insurance business in the hands of a receiver 
is reinsured), as to the position of the reinsuring company and the non-assenting 
policyholders with reference to the claims arising out of policies that have been 
kept in force either by extension agreements, or by premium notes and automatic 
premium loanse It mst be here rewembered that in the case of premium notes and 
automatic premium loans the Receiver really does not get a new assete 


Then, the question arises of how the Receiver should deal with policy loans 
that were made before he took over the life company. Should he consider them as a 
reduction of the reserve value and, thereby, by implication, consider a life 
insurance policy as primarily a contract for protection? Or, should he consider 
these policy loans as not a reduction of reserve value, and thereby, by implication, 
give considerable weight to the investment element in life insurance policies? In 
many cases, the latter interpretation has been made and, consequently, when the 
policyholder had borrowed, let us say, fifty per cent of his roservo-value and 
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there was a one hundred per cent lien placed against the reserves, the two arrange- 
ments have been kept entirely distinct from each other; that is, what the policy- 
holder owed the defunct company was considered to be a separate matter from what the 
estate of the defunct company owed the policyholdere Accordingly, the policyholder 
who had borrowed fifty per cent of his reserve value under these conditions stood 
to lose no less than the non-borrowing policyholder, provided, of course, the 
impairment of reserve-value eventually turned out to be less than fifty per cente 


Consistent with this usual practice has been the action often taken toward 
paid up and extended term insurance policyholderse Here, too, the investment 
feature of the life insurance contract was given full weight, and these policyholders 
have been considered as merely holders of clai.s against the assets of the receivor, 
whon @ one hundred per cent lion was placed against the resorvose Of course, if a 
seventy per cont lion had boon placed against theresorves, thm, paid up and 
oxtonded torm insurance policyholdors would have been givon theoption of oither 
filing a claim or of accepting life insurance protection and other benefits to 

the extent of thirty per cent of the reserve valuce In any case, whether a full or 
a partial lien has been placed against the reserves the fact that the amounts paid 

in premiums prior to the receivership have been made primarily for the purpose of 
obtaining life insurance services has been given very little weighte 


It is evident, then, that the general tendency has been in many of the recent 
life receiverships, to protect, insofar as possible, the praniumpaying policyholders 
and even to aid these policyholders to pay these premiums and to consider the non- 
premium paying policyholders as owners of investment contracts with impaired 
equitiese Tho implication of these precedents is of great significance even to 
policyholders of solvent companiose In other words, it appears that many Courts 

and insuranco com#issioners think of all policy contracts as primarily insurance 
contractse Under lifo insurance roccivorships, therefore, those policyholders who 
have invested tho least with life companios, ieo.e, the term insuranco and ordinary 
lifo policyholdors, aro usually put in a bottor position than are those who have 
purchased such contracts as twenty-pay-life and twenty-year-endowmentse What is 
more, very often in these situations, the investment element in the policies even 

has tended to jeopardize the protection feature in life policiese © 


These conclusions are brought out more clearly, when the problems connected 
with reinsurance contracts are considerod. 


Iv 


While the Receiver is conserving the assets and the group of policyholders 
involved, he is usually negotiating a reinsurance contracte Again it is found that 


his problems are many and complicated. 


The first major question is how to handle the liene In these days of uncertain- 
values the most flexible arrangement is to put on temporarily a one hundred per 

cent lien so that inaccurate estimates of the extent of the impairment will not : 
fix permanently the arrangements entered into under a reinsurance contracte 


This flexible way, however, has a serious disadvantagee For a temporary lien 
of less than one hundred per cent is found to be more advantageous for the preserva- 
tion of the life insurance business of the defunct company than a temporary lien 
of 100%- A great number of the non-assenting policyholders under a temporary lien 

of 100% might turn out to be assenting policyholders, if there was some equity 

allowed in their policies on the basis of which a premium note, an automatic loan, 
or even a small policy loan could be granted to assist them in keeping their con- 

tracts on a premium paying basise It is obviovs, of course, that such ection 


requires that at least part of the assets of the defunct company should be either 
turned over to the reinsuring company or partially put under its controle 


On the other hand, if a temporary lien of one huyidred per cent is placed, then 
the receiver finds that practically all jof his paid-up and extended term insurance _ 
policyholders cannot become assenting pdlicyholders; that they can only be claimants. 
Under these circumstances, there does not seem to be any adequate basis for a 
reinsuring company to take them over, even if it wanted to do SO. 


No matter what is done, however, the Receiver finds that he cannot hold all 
of the policyholders of the defunct companye Many policyholders find it advantageous 
either to reinsure with some company of their own choosing or to drop their insur- 
ance for the time beinge In most instances, too, these are the better life risks, 
the risks that would help greatly in rehabilitating the whole life insurance group 


involvede 


Consequently, the reinsurance contract must, at least indirectly, protect a 
large number of non-assentingpolicyholderse This situation, obviously, raises 

some intricate legal questions as to whether or not it is equitable to “write-in", 

even by implication in reinsurance contracts, these non-assenting policyholders who 
apparently merely want the liquidation process to @o on as rapidly as is consis tent 
with getting the largest amount of cash for the assets and are not greatly concerned 
about the assenting policyholders and their reinsurance problens. 


The second major question, involved in framing a reinsurance contract, is how 
to handle death losses and other claimse It appears to be common practice to pay 
death losses in fulle Often the reinsuring company agrees to pay death losses that 
have been incurred prior and during the receivershipe To the assenting policy- 
holders, ieee, those that have been reinsured with the reinsurance company, death 
losses have been paid in full and the existing liens have been waivede All disburse- 
ments in connection with death losses which occurred prior to the date of receiver- 
ship and the lien waivers related to death losses after the date of receivership, 
have been usually considered as first liens against all the assets of the defunct 
companye Here we find additional evidence that courts and others consider the 
insurance foature particularly the death benefits of a life insurance contract as 

the most significant single elemente 


The attitude usually taken toward supplementary contracts and annuities has . 
been slightly different. When a supplementary contract has been issued in connec- 
tion with the settlement of a death loss, then, it has been handled usually in the 
same way as other death:claimse ‘hen a supplementary contract, however, has not 
been connected with a death loss usually it has not been given the preferred status 
of death claims, And, of course, annuity contracts have been treated in a similar 


Waye 


Related to these matters are the usual provisions that have been put in rein- 
surance contracts with reference to disability claimse “hen these disability 
claims take the form of monthly income payments they have been often discontinued 
until there were funds available from the liquidation of assets for such purposes, { 
even though in come cases the insurance has been kept in force, and death clains 

have been paid in full on the policies involved in the meantimee ‘Jhen these clais 

are waiver of premium cleius, hovever, the life contract has been usually considered 

to be in force and death claims are paid from which amounts equal to the sum of 


the premiums waived have been deductede 


The third mjor question which the receiver mst handle in connection with 
reinsurance contracts deals with rewritinge Often a life company has been induced 
to reinsure the assenting policy holders of a defunct life insurance company pro- 
viding they have been given the opnortunity to rewrite as uvch as they could of the 


| 

4 


life business in questionse Here the receiver has had to make relatively certain 
that the terms of rewriting did not tend to reduce the group of the reinsured lives 
so that they would be considerably less able to rehabilitate theuselves than they 
would be if the rewriting were not permitted. 


Then, come the questions that have to be handled in reinsurance contracts 
dealing with such watters as interest on liens, premium adjustments between the 
receiver and the reinsuring company, expense of administrating the life business 
of assenting policyholders, the handling of the earnings from this life business, 
and the covering of reinsurance contracts made by the defunct company prior to the 
date of receivership. These are all questions of aapereanes but unfortunately we 
cannot go into them this morninge 


It is evident, then, that iany of the recent reinsurance contracts have tended 
to protect primarily the premium paying policyholderse The usual provision in 
these contracts dealing with liens, death losses, supplementary contracts, annuities, | 
and disability clains, seem to substantiate this conclusion fully and to indicate 
clearly that the policyholders who have the smallest reserve values in their con- 
tracts find thémselves in a better position than those who have accumulated large 
reservess 


There are two more matters closely related to the reinsurance contract, that 
require discussion at this pointe The first is the financial condition of the 
reinsuring companye Aside from the need of being very cereful to choose a financial- 
ly sound company in the first place, it is highly important that the reinsurance 
contract be so drawn that it will not tend to put the reinsuring company in a 
financially embarrassing positione A reinsurance contract that promises more than — 
can be reasonably expected and puts the old policyholders of the reinsuring company, 
the policyholders that have rewritten, and the assenting policyholders in a 
precarious position, is, obviously, an unsatisfactory contracte 


The second matter is the way in which the policyholders of the defunct company 
that have become claimants, assenting policyholders, and rewritten policyholders 
are being taken care ofe In one instance, at least, a very effective method has 
been devisede Under the court's control three trustees have been appointed to 
administer and liquidate the assets as well as to deal with the reinsuring company 
so that all the provisions of the reinsurance contract are carried out and bot} 
the assenting and non-assenting policyholders are treated equitably, This method 
gives full coznizance to the fact that the life insurance business not only involves 
long-time contracts but is self rehabilitating and, therefore, once put in receiver- 
ship, requires sone sort of supervision by the court or other agency involved for a 
rather long period after the receivership is closed out and a reinsurance contract 


put into forcee 


Obviously, the above affords only a general picture of some problems related 
to life insurance receiverships and of how policyholders, who have been unfortunate 
enough to buy their life insurance services from life companies that were declared 
insolvent, are being treatede It is obvious that they all suffer lossese They are 
put in a position in which they have to pay more for their insurance services than 
they othorwise would have been required to pay, ‘since they are charged vith interest 
on the lien placed against their reservese And oven ‘with this added charge thoy 
do not got the sorvicos of othcr policyholderse Tho non-forfeiture values of their 
policies are often deferred for a very long period of timee It is also evident 
that those policyholders that have the smallest investment element in their con- 
tracts are likely to lose the loast as a result of a receivershipe This is due 
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partly to the fact that the insurance feature, particularly in the form of death 
benefits, is put in a preferred position to the investment element particularly 
in the form of cash surrenders and policy loanse It is also due partly to the fact 
that the holders of low-priced policies might well be in a moro strategic position 
to continue on a cash promium paying basis than aro tho othor policy holders. 


In concluding it is worth noting that practically all of the reinsurance 
contracts drawn in recent years have been by relatively small life companies. As 
far as I know, none of the big forty have come to the aid of receivers of life 
companies in the last four yearse So far they have kept aloof and, consequently, 
have forced at loast 1,000,000 policyholders to do tho best they can with the 
smaller companics that aro trying to bocomo largo in a sort of wholosale fashion 
through roinsuring and rowriting largo bodios of policyholdors on tho basis of 
roinsuranco contractse Porhaps tho timo has como whon tho largor lifo companios 
should tako a moro active intorost in those lifo insuranco rocoivorships and lend a 
holping hande This aid may bo givon even by offering only confidence-inspiring and 
highly experienced management service, if financial aid cannot be affordede In 
this way at least a few of the small stock companies that have become insolvent 
recently might have been rehabilitated by being mutualized, rather than by being 
taken over by othor stock companios, either already in business or newly organizede 


It is, also, worth noting that the Federal Government who is giving aid to 
depositors of defunct banks has as yet no plan for aiding policyholders of defunct 
life insurance companiese The Ref eCe has loaned large sums to life companies and 
sometimes to life companies that vere declared insolvent shortly after they had 
obtained such a loane But the policyholders of life companies who have beon put 

in the hands of Receivers are not being given any aide It way well be that it is 
unwise to do soe On the othor “and, it is at least slightly inconsistent to arrange 
a plan of opening closed banks without doing sowe siailar service for the persons 
who havo "deposited" with virtually closed lifo companiose Porhaps, therefore, tho 
timo has now come whon tho Foderal Govornmont should give aid +o policyholdors of 


defunct lifo insuranco companiocse 


TABLE I 


TENTATIVE ESTIMATE OF ASSETS, LIABILITIES, INSURANCE IN FORCE 
AND NUMBER OF POLICYHOLDERS OF 
LIFE COMPANIES RETIRING, 1930 to 1933 — 


Retiring Assets Closest Insurance in Force Number of Policy- 
Year Year Prior to Closest Year Prior holders Closest 
Retiring to Retiring Year Prior to 
Retiring 


1930 $ 13,006,000 $ 122,000,000 156,000 
1931 74,000,000 664,000,000 578 ,000 


1932 109 ,000,000 652,000,000 425,000 


1933 279 ,000 1,618 ,000 ,000 659 ,000 
{up to Septe) 
$475 ,000,000 $3,056 ,000,000 1,818,000 


Sources Alfred Ne Best Annual Reports, Spectators 
Reports and Insurance Journals 


How Far Should Further Increase in Insurance Facilities be Permitted? 
By A. H. Mowbray, Professor of Insurance, University of California 


The question on our program was perhaps suggested by the remarks 


of Col. H. P. Dunham, Insurance Commissioner of Connecticut in an address 
before the Albany Field Club in March of last year (reported in the Journ- 


al of Commerce for March 18th) in which he said: "At the outset,let us 


admit that there are too many insurance campanies and too many insurance 


agents." If we accept this as a premise we might immediately concur in 


his conclusion that "the crying need is for fewer and better companies," 


but it would appear more in keeping with our position as impartial in- 


vestigators first to examine the premise. 


The implication of the premise, as of the question on our 


agenda,is that there is an optimum development of insurance facilities, 


below which additions to existing facilities may be desirable but be- 
Can we define that point? It 


yond which they would be detrimental. 
would probsbly be difficult, if not impossible, to formulate a defin- 


ition in quantitative tcorms which would receive gener:1 acceptance. 


Qualitatively, I think we can. 


The following is offered as such a qu.litative definition to 


which I hope wo may all subscribe and which scoms to offer a basis for 


answer to our question. 


"The development of insurance facilities is at the optimum 


i) there is no insurrble risk for which a risk carrier can- 


not be found with undue expense or delay, .nd 


ii) ony further development will oither incronse the cost or 


décrease the security of the protection or do both." 
At the outset, it will be recognized th:t this stage may be 


reached or even passed as to one or severel types of risks when the fa- 


cilities with respect to othors are far from adequate. As long, there- 


fore, as we have the classification of insurmnco and limitation of 


charter powers of insurance carriers characteristic of our Amorican — 


statutes it would appear “hat we cannot consider our question as to 


insurance in general but must consider it with respect to the several 


types of risks against which insurance is possible and necossary. 


Time will not permit an exhaustive analysis covering covery type of risk. 


Perhaps a consideration of certain broad classes will suffice. 


Are there insurable risks which camnot be covered without undue 


expense, inconvenience or dolay? 
In attempting to snswer this question we must first clarify wht 


Were we to esk this question of many of the 


we mean by undue expense. 


met-1 miners of my statc, for example, especially those conducting de- 


velopment operetions, the answer at once would be "Yes. The retes for 


workman's-compensation insurance sre outr-geously high.” But is this 
a correct answer? I do not need to po&nt out to this body that though 


the rate as a percentage of payroll may seem so high as to be a burden 


on the industry, this may be due almost entirely to the frequency «nd 


severity of the accidents which occur and to the inaccessibility of the 


This high cost is pure 


mines, grestly increasing the cost of the case. 


premium cost and not what the writer has in mind as expense. 


By expense, in this connection we must mean the cost of bringing 


the insurer and insured togethcr, the cost of opersting the carrier and 


the margin of loading on pure premiums necesscry to provide for flue- 
tuations in expemience especiclly when tho volume of business is limited 


or it is impossible to avoid. heavy concentrations of exposure. These 


last types of costs or expenses are peculiarly characteristic of nerly 
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developing linos of insurence, often referred to among insurance men as 


"speculative lines,” for example, aviation insurance or frost insurance. 


Inconvenience has two or three aspects. We must often think of 


inconvenience as that incurred in procuring a policy egainst the risk. 


There is also inconveniende in negotiating for several policies cover- 


ing different aspects of the sme risk or difforent risks relnting to 


the scme subject mtter and in keeping track of expiration dates, such 


inconvenience as has led to schedule snd position bonds in place of 


individuul fidelity bonds or to the offering of personal property float- 


er policies by m:rine companics combining coverages previously offered 


There may .lso be 


separately by fire, marine and burglary insurance. 
inconvenience if there is a possible gap in the separate coverages. 


Such inconvenience brought about the b-nker’s blanket bond. 


The quelifying adjective "undue" may be diffcrently interpreted 


by different readers and its meaning can only became definite when the 


facts of the individucl caso sare known. 


Unfortunately the data aro not available definitely to answer this 


question even as thus limited. But there éxists cert:in indicative evi- 


dence. This may now be considered. 
Agriculture is still our most importent industry and the insurance 


needs of the -griculturalist have been studied by the economists of the 


United States Department of Agriculture, as well as those connected with 


our various colleges of ngriculture. The research has by no mMenns ex- 


heusted the field and as late as October 1932 the Social Science Research 


Council issued a bulletin outlining nineteen typical projects for Resexrch 


in Agricultural Insurance. Yet enough hes been done to point to the 


1 Social Science Research Council Bulletin No. 14, October, 1932. 


definite conclusion that farmers gonerelly leck adequate insurance pro- 


tection. One of those who has done much in this field is Victor N. Val- 


gren, Senior Agricultural Economist, Division of Agricultural Finance, 


U. S. Dep2rtment of Agriculture. In an address before the American In- 
stitute of Cooperation ot Manhatten, Kansas, June 11, 1931 he discussed 


: 2 
"The Insurance Need of Agriculture.” In this he makes clonr that the 


fermer has need of the usual forms of insurnnce avilable to the city 


dweller, pointing out that "ccrt:in of these f rms of insurance are 


more urgently necded on the farm than clsewhere" giving adequate reasons 


therefor. He further points out: "In addition to all the forms of in- 


surance just enumerated, and that the farmer noeds more or less in can- 


mon with the cityman, there are yet other insurcnce needs that are pe- 


culiar to agriculture." After enumerating same of these, he says "and 


even more does he need a comprehensive or ‘all-risk' insurence protection 


on his growing crop." He then cites various surveys that conclusively 


point to the fact that "fermers generally lack adequate insurance pro- 


tection." For this he says the reasons are throcfold: (1) disregard of 


need and “an unwarrented complacency toward the personal assumption of 


serious risks," (2) lack of adequate income, (3) "2 lack of insurance fa- 


cilities that make protection available at a cost commonsurate with the 


risk to the honest and efficient farmer.” A review of the oxisting fa- 


cilities bears out this latter conclusion.” Experimentil efforts to pro- 


2 Published in mimeogrnaph form by the Division. 


3S It appecrs that in certain parts of the country farmers are adcquately 
insured agsinst fire and windstorm damage ond there is a good development 
of farmers* mutual companies. But in other parts of the country, notably 
the cotton belt, these facilities are lacking and the farmers are not 
adequately insured. In most other rospects the former is lecking in in- 
surance covorages 


vide the facilities for a generel crop cover and the difficulties theroin 


encountered are noted but the fact remains that "with a few minor ex- 


ceptions, crop insurance has not been evailable to the farmer during re- 


cent years.” 


This is probcbly the outstending case of the lack of adequate fa- 


cilities. I have been advised that though adequate fccilities appear to 


be available to cover the risks -f the large aviation lines, responsible 


I have not 


small operetors still have difficulty in obtaining coverage. 


been able to verify this allegztion. It seems probable. 


There are possibiy other pioneer industries whose needs cannot be 


conveniently met; if at all. But theg cannot be of wide extent. We have 


the means of checking up, at least partially, on this, for the laws of 


necrly 41l st-tes provide for licensing “surplus line" brokers who are 


authorized, -om fibing sffidcvits that coverage cannot be cbtaine@ fran 


authorized carriers for the risks of their clients, to place the insur- 


ance with unauthorized ecrricrs. This usuclly means placement abroad, 


However, I have nt beon able to find any 


probebly at Lloyd's, London. 


published reports of the volume of business transacted by them. The 


Spectator Yenr Book merely lists the names of companies believed to write 


surplus lines and of agents or brokers cuthorizei to plece them. The 


1952 report of the Superintendent vf Insurance -f New York covering the 


business of 1931 lists the names of those for whom business was procured 


as evidenced by the filed affidevits. There were but 27 names of which 


16 were reportel as locitei in New York City and not mre than 2 in any 


The New York law suthorizes this proccdure only for 


other one county. 


insurance agsinst loss by fire, bombardment, riot, civil war or commotim 


I have oxaminei = number of the affidavits 


or military or usurped power. 


They appezr to be mainly "flcaters" on 


filed under the California lav, 


personel property taken on trips out of the country place. abroad for con- 
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venience in handling cloins. This hardly indicates a real inaiequacy in 
local fxcilitics. 

There has appenred in the press from time tc timo, and quite recently, 
complaint and criticism particularly of bankers for exporting insurance, 
especially blanket bond coverage. Estimates of the volume of premiums so 
exported have run as high as $100,000,000. These charges do not appear 
to be borne out by tho "surplus line" recoris noted above. The business 
may have been placed direct. At any rete, the criticism has stressed the 
afequacy of the American market for such coverage and implied that the 
desire for lower rates was the motive for the action. Such "bootleg". ex- 
portation would not, then, be evidence of need for increcsing our facil- 
ities. 

The conclusion on this point appears to be, 

i) There sre risks in our <gricultural industry for which coverage 
cannot be obtained on appropriate terms through our present facilities, 
though this is probably jue largely to the underwriting problems involved. 

ii) There may be risks in pioncer industries for which coverage can- 
not so be obtained, perhaps for similer reasons. 

iii) Our "pigeonhole" system of limiting the underwriting powers of 
our insurance carriers has csused some inconvenience to citizens desiring 
on “all-risk” cover om thoir property. 

iv) Insurance coverage seems to be available in adequate amount and 


without unduo inconvenienco for the ostablishel lines. 


Will further Jovelopment cf facilities increase cost or iecrease security? 


Bofore attempting to answer this questi we mst note that there are 


three lines of further development possible: 
i) Increaso in the underwriting capacity (e.g. by increase of exist- 
ing capit:.1 or broadoning charter powers) of existing carricrs with or 


without incrocse in local representation. 
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ii) Increase in the number of carriers with or without increase 
in the number of representatives. 

iii) Increase in the number of loccl representctives with or 
without increase in the numbor of carricrs. 

Increase of capital and surplus of existing carricrs wouli appecr 
to increase security, but this cannot be said in all cases without rescr- 
vation. If the came of the increase are too onerous the teniency may 
be to decrease security. This “ill be the case if the pressure for vol- 
ume of premiums for investment to earm dividends on the larger capital 
tends to laxity in underwriting or excessive competitive expense. This 
Was charecteristic of the post-war bom period. 

Broalening charter powers to provide for < more complete coverage 
in one policy woull probnbly create new problems in controlling rates 
ani competitive conlitions. These dco not seem insurmountable. If they 
proved so enl rates got t> an inalequate lovel there might be impair- 
nent of the security not only of these contracts but of others issued by 
the same company. It is conceivable that when the initicl iifficulties 
of such 2 chinge were ironed out it might be possible to make savings 
in oper:ting expense. Estimctes of the effects of such changes must be 
speculative in nature but it lives not appenr that they would necessxrily 
involve @ither increase in cost or decrease in security. | 


Will increase in the number of carriers without increase in the 


number of agency representatives, if that be possible, t.nd t» decrease 


the security of the insurance? Such an increase czn come about only if 
sone or ill of the present xgencies an adiitional companies, or if 
business is written over the counter or by mail. Even the latter may be 
rulel out as tantamount to an increcse in represent:.tion. There appexrs 


to be danger of impaimient of security from at least two sources, Assun- 
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ing that there is just enough business to go around ani give a stable 
experience to the existing carriers or to those among them writing the 
smallest volume of business, the injectim of a number of new carriers 
ould reduce the average amount of business each might be able to get. 
The drain would probably f:l1l mst heavily on those whose present volume 
is smallest. Hence there would be a tendency to unstabilize thoir ex- 
perience and impair the security of their contracts. This is probably 
the least of the dangers. 

A groater danger appears to be that of introducing incompetence, ir- 
responsibility or lishonesty or, a combination of them into the manage- 
ment. Experience has shown that the danger is real. These vices may be 
eni have’ been manifest in: (1) underwriting practices, (1i)* invostment 
practices, oni (iii) competitive exponso, such as cdvertising, 

The last question @iscusse? is really an acaiemic question. In 
practice it is hardly possible that there can be sn increase in the 


nuriber of carriers without increase in agency representation. This in- 


crease may be either: 
i) by bringing into the business os agents now persons not there- 


tofore engagei in the insurance business, or 
ii) by overcrowling establishei agencies, or 


iii) by both. 


Discussion with insurence ren and examination of the current liter- 
ature indicates the latter of the three alternatives is the usual result. 
We may then consider whether needless increase in carriers and their rep- 
resentation will have cither of the alverse consequences suggested. 

It is tho natural tendency of excessive representation to increase 
the cost of operatioas of sll carriers. This happens in at least four 
ways: 


i) by lirect increase in commission scales; 
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Tho evidence of this is so clear on every hand that specific ci- 
tation of cases is n»t believed to be necessery. So long as the public 
buys from agents or brokers on e personal basis, rather than after cnre- 
ful investigation of the carriers they represent, the competition of 


carriers for the service of “projucers” who "control" large volume of 


premiums must teni to that result. 


ii) by inlirect increase in the compensation of representatives, 


as by giving free iesk room, telephone ani stenogrephic service and the 
like; 
That this is done under competitive coniitions is so notorious that | 


it was objected to in the first draft of the proposed code of the 


National Association of Insurance daente.* 


iii) by increased cost of supervision; } 
iv) by increased head office expense. | 
Specific data on these last two points have not been given mucy pub- 
licity but it is believel that the point will not be disputed. Increase 
in the expense of ioing business at best means correspondingly increased 
premium rates. At worst, if it cannot be taken up in that way, it means 
impeirment of the security behind the contract by an inelequate premium, 
The tendency of excessive representation to increase the overhead 
cost of insurance, inimical as it is ts the interest of the insuring pub- 
lie, is not the only civerse effect ani perhaps not the worst. Itisa 
notorious fact that excessive competition tends to bring into the busi- 
ness as agents or brokers incompetents, men and women who Jo not under- 
stand the theory andi purpose of insurance, the renal needs of their cus- 
tomers and the terms of the policies. - Under such circumstances the in- 


sured may often pay for what he thinks he gets but does not. 


4 Seo Article VII item (7) of proposed code as publishe? in the New York 
Journal of Cormerce for October 23, 1935, 


: 
| 

| 

| 
| 


-10- 


A further well-known consequence of excessive competition is an in- 


crease in the ever-present tendency to put pressure upon the carriers to 


accept questionable risks. This is done by both agents and brokers, the 


latter playing one carrier, or its representative against another and 


using as & club @ volume of desirable business which will only be placed | 


with the carrier taking the "accommodation" line. This pressure for 


poor underwriting tends to weaken the carriers ani the protection they 


offer. 
Another conséquence of excessive representation was evidenced by | 


the arguments of agents in Massachusetts when the Insurance Commissioner 


intimated that under the compulsory automobile liability insurance law 


of that state the rate need not contain so large a provision for agents’ 


commissions as before because the insurance Was compulsory and hence 


would require less selling effort. The agents argued that this was not 


so beceuse their expenses had gone up under the stress of competition. 


In order to obtein and retain the business of customers they had to per- 


form such services as procuring their license pletes. Thit such service 


saves the insured some trouble ahi perhaps expense cannot be denied. But 


would he pay directly the cost that is indirectly charged hin therefor? 


Such inducements are perhaps not rebates but if they make ao higher com- 


mission scenale necessary they aii to the operation cost. Moreover,such ~ 


selling on o basis of inducement rather than merit is, in the long run, 


clearly not in the interest of the public. 


All these adverse effects could, perhaps, be borne with resignation 


if the excess representation led to an appreciable increase in the vol- 


ume of insurance, Does it? 


It is obvious that it does not where the insumnce is compulsory as 


with workmen's canpensation or where it is quasi-compulsory as under 


automobile financial responsibility laws. It is possible that there my 


| 
| 
| 


‘ ~lle 


in this way be some additional knowleige spreai that the insurance is 


compulsory. It is harily conceivable that the benefit conferred in 


this way is appreciable. « 
Where there is econamic pressure for carrying insurance, such as 


the insistence of mortgagees that the mortgaged property be protected 

for their benefit, excess reprosentation joes not increase the aggregate _ 
protection. Mortgagees as a class know full well their needs. It is 
doubtful whether excess representation tends to increase appreciably 

the smount of insurance carried when this pressure is not applied but 

the economic need is real, but I do not know how data to prove or iis- 
prove this couli be obtained. The complaints more or less continuously 


coming to the insurance cormissioners about twisting are greater in 


\ volume as the number of agents increases. This tends to show that much 

of the effort of the excess representatives is to get a share of existe 
ing business rether than to produce new business. The pressure of ; 
agents' and brokers' organizations for the passage of qualificatiomp 
lews may be ovidence of a desire for ao more or less monopolization ad 
the fieli with the increased profit therefrom. But when it is accon- 
panied by statements, such as have been repeatedly made to the writer 
by responsible agents, that they would gladly accede to a lower scale of 
commissions if the number of agents were reduced by weeding out the in- 


competent, there is some reason to believe the reason to be that excess 


representation tenis rather to cut isito existing business than tc produce 


new business, 


Present Excess Fecilities. 


Prior to the debacle of 1929 there was complaint that there were 
not enough prermiurs to go around. Since then there has been an appreciable © 


weeding out of the weak and ill-managei carriers. Yet there has been no 


complaint thet facilities are not now ample in the fields where insurance 
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The complaint still is that there is scarce enwgh 


has beon offered. 


Re-insurances ani mergers are the order of the 


business to go around. 


day. It is gencrally stated that our present capacity is largely in 


excess of our neeis. The complaints of agents that the field ‘s over- 


crowded cannot be without foundation. Thus it would appeer that we 


have a probable over-development of facilities at the present time and 


will have until. the business tempo of the country is many legrees faster 


thin at present. 


on 


The conclusions fron this stuly would appear to be that: 


1. Consigerei from the econaic (not legal) point of view no fur- 


ther increase in insurance facilities shoul: be permitted, except, 


i) to nmect probleius of agriculture not now net, 


ii) to meet necis fcr eoverage of risks of pioncer iniustrics 


not hersetof.re fully visualizet, 
iii) if, as nn2 when the filings unier our surplus line laws 


conclusively show the present facilities are inaiequate to mect our needs. 


2. There should be-assurance of competence in the orgsnizers of 


such 4s may be permittod. 


This woulda be a new principle in insurance regulation, but not new 


to our economic order, since it is appliel in the regulation of public 


utilitics. In many strtes the Superintenient of Banks is authorized to 


deny charters when those csking tha cannot show the neec for the adli- 


tional facilitics oni at least thoir intogrity if n>t also their con- 


petence to meet such as exist. 
3. It may be wise to consider whether it is possible or jJesirnble 


s2 to broaden the underwriting powers of our existing cerriers, ns to 


permit furnisling househollers and perhaps others with an "all-risk" 


cover, sinil~r in type to the so-c-lled "jewelers' bloc” policies. 
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INVSSTi3i'T OF UNEiPLOYiGNT INSURANCE FUNDS 


Dre Ce Ae Kulp, Professor of Insurance 
‘harton School of Finance and Commerce, University of Pennsylvania 


It is significant that in this country we have finally reached that 
stage of depression when discussions of unemployment compensation are no longer 
principally heated polemics for and against the insurability of the unemployment 
risk. The question of insurability has been dropped not because it is settled. 
It cannot be settled by interchanges of invective and brilliant oratory, which 
means it will not be settled for some time to come. But the developments of the 
last few years have made this question a matter of minor importance. For better 
or worse, a majority of state and other commissions studying and reporting on un- 
employment compensation have decided in favor of wnemployment reserves rather. 
than unemployment insurance. Whichever side of this fence one is on ~whether he 
Pplumps ist the pooled fund of the Ohioans or the establishment reserve of Wis- 
consin( everyone agrees that this trend to reserves has made argument about 
insurability largely academic. Even the Wational Industrial Conference Board 
‘has declared officially for unemployment compensation of the reserve type. Dis- 
cussion about unemployment compensation is more general than ever, but emphasis 
has shifted to matters of technique and to social and financial implications. 

Our paper this morning has to do with a side of unemployment compensation which 


has implications both technical and financial. 


Any unemployment compensation plan is essentially a svcial device for 
saving, up in good times so that we may have more to support our unemployed in 
bad. It may also be conceived to do other things, as to stabilize employment, 
and thus prevent some unemployment, but it is always a saving-up device. This is 
so whether the fund is pooled among all employers or among all employers in the 
same industry, or consists of separate establishment reserves as in the Wisconsin 
plan. So regarded this saving-up process appears very simple. Actually on 
analysis it is not at all simple. The process does not consist merely of with- 
holding from the current income of a group in one period in order to repay the 
accummlations at a later time. The income withheld may come both from labor and 
employers but go back to labor alone. It may be supplemented by subsidies from 
the state, direct or indirect. Most of it will not lie idle but will be invested 
in one way or another. It is gathered largely (but not exclusively) in good times 
with high or rising prices. It is expended in bad times with prices generally low 
or falling. The time when unemployment funds are invested is thus fixed within 
definite limits; but the way in which they are invested, far from being a matter 
of detail, is as important a question as any in the entire field of unemployment 


compensation policy. 

Fundamental questions on the operations of unemployment compensation 

funds are three: ; 

(1) Strictly speaking, under the Wisconsin or reserve plan, it is the individual 
employer's account of income and disbursement which is segregated; the in- 


vestments of all employers' funds are pooled as in Ohio. We need not dis- 
tinguish between them on their investment side. 

(2) Throughout this paper to prevent confusion the terms "insurance" and "reserves" 
purposely are not used. In the minds of many people use of the expression 
"insurance" to mean unemployment funds on a pooled basis begs a very important 

question: that of insurability. The term "reserves" also means two things: 
either the accumulated funds of any unemployment compensation plan or those 
of separate establishment funds. The questions of investment are the same 
for both. 
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1. What will be the probable tdtal requirements on the investment 
market of unemployment funds? 
2. Considering the functions expected from the funds, what invest~ 
ments in themselves are most desirable? 


3. What will be the probable effect of unemployment fund investment 
pelictes on the business cycle, on employment, credit and prices? 


If ever statistical-actuarial bricks have had to be made without 
straw, it is in the estimation of the investment requirements of unemployment 
compensation funds. It has become a truism to dwell on the remarkable scarcity 
in this country of information on the amount e~1 quality of unemployment. The 
best available data in this country are those of Ohio; but these are of employ- 
ment and not of unemployment, and the computation of unemployment rates is a 
derived and not a direct one. In most states computation of the unemployment 
rate is on even weaker ground and mst consist of the comparison of a guess with 
an inference. lfch more important than the rate of unemployment (a fact not 
generally appreciated even by statisticians) is the duration of unemployment. 
Information on this vital point simmly is not, nor (in most states) useful in- 
formation on wages. This lack of statistical raw data before an unemployment 
compensation scheme has been put into operation is not peculiar to this country, 
despite the statements of interested persons. Statistics never fit ready~—made. 
It is commonly assumed in this country that when the British began their scheme 
in 1911 they built it on a perfect buttress of statistical-~actuarial data. They 
did not. The entire structure of the original British plan was built on the un- 
employment information of five labor unions, with a combined membership of only 


86,000. 


These statistical lacks are not mentioned here to imply that unemloyw 
ment benefits are not possible until we have created a perfect body of statistics 
to justify them. My own opinion is that we should profit by the experience of . 
the rest of the world and make our haste slowly; that the ideal approach for us 

is to require the accumlation of unemployment funds, but not to promise specific 
benefits until we are sure of fund adequacy. No computation of the size of um — 
employment compensation funds that will seek investment can be more accurate than 
is permitted by the accuracy of the underlying calculations of unemployment it~ 
self, The investment computations which follow are submitted with the specific 
understanding that they can have no higher status than frank estimates or more 


or less skillful improvisations. 


The cost of a plan to pay for the unemployment of an industry or a 
country depends on 3 controlling factors. Depending on these 3 factors: on the 
liberality of benefits, on the level of wages and on the rate and duration of 
unemployment, it appears from the best matergals available that the anmual average 
surplus for investment under a nationewide plan would have ranged for the years 
1923-1929 between $600, 10983000 and $700,000,000.. Bach estimate is equally reason- 
able on its assumptions. The higher estimate is my own. It is based'on 

(3) Bach assumes that contributions to the fund began in 1923 and benefits a year 
later. Start of the fund in 1923 is assumed because it marks the start of a 
cycle of business, and because the 2ubdinow Geloulatiage (the basis of the 
lower estimate) are on this rssumption also. 


| 

1. What will be the Probable Requirements on the Investment Market? ; 


materials presented originally as a report on cost for the Governors’ Interstate 
Committee on Unemployment Insurance of 1931-1932. It is based exclusively on 
whatever there is of American experience, checked against the British. It is 
calculated on a lower average wage, 4 shorter period of benefit, a lower weekly 
dollar benefit, and a lower axpected unemplcyment rate than those which produce 
the lower. It is a direct computatidén for the entire United States. The rate 
of unemployment expected (as distinguished from actual) is derived from the 
Paul Douglas study covering the yearg 1897 to 1926, the only one that exists for 
the country as a whole. The assumptions of a 10.4 per cent rate of unemployment 
and a $1250 average wage (for the period under consideration) would seem to be 

more reasonable for the entire country than those which produce the second estimate. 
As a matter of fact the rate of unemployment: actually developed between 1923 and 


192 was considerably under that expected. 


2 The lower estimate is one derived by interpolation on the Rubinow 
data for Ohio, by all odds the most complete in this country. One of the vari- 
ables! the benefit scale it is noted, is entirely arbitrary; it will be precisely 
what is written into the law. The other two represent cost factors on which we 
have in this country only the scantest information. sa Rubinow rate of unemploy~- 
ment is that of an industrial commnity, higher thahj'the United States as a whole. 
It is based on the period 1923+1931 only. The wage figure is similarly untypical 
for the entire country and for all occupations. 


. This table illustrates the comparative influence of the 3 variables 
which influence unemployment compensation cost and the size of the unemployment 


funds 
Interstate 
Committee 
Rate of unemployment assumed. « 10.4? 13. 
Average wage assumed. « « « $1250 $1422~1477° 
Weeks of benefit. ‘10 16 


1. Paul Douglas deta, 1897-1926, plus estimates of part 
time unemployment. : 
2. 1923-1931 average for Ohio. 
3. Range, 1923-1929. 
NOTE: Premium costs: Interstate Committee 2%, Ohio 34 
of payroll. 


Perhaps even more important when one is trying to determine the 
probable investment demand’ of the fund is the size of the accummlated surplus at 
the end of December 1929. The range here on the two bases we are using is. between 
$1,200,000,000 and $1,400,000,000. Zven higher estimates have been mades On the 
assumption of a system which will cost 6.2 per cent of payroll (all agree that 

the country is not now prepared for a system on a scale of cost as high as this) 
Fitzhugh estimates that by the time of the 1929 crash "a reserve of well over 
$2,000,000,000 might have been accumlated." ‘The Massachusetts Commission on 
Stabilization of Employment submits figures on the probable cost of a so-called 
"reserve" system which if extended to the entire United States would produce a 
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Maximum woukly benefit. . . $10 $15 


figure of something over $1,300,000,000. This figure, like that based on the 
Ohio data, is for the same reason too high for the entire United States. 


It appears reasonable to conclude that, had this country begun a 
nation-wide plan of unemployment compensation at the beginning of 1923, on the 
average every year upward of a half million dollars would have sought investment 
from this source, and at the peak of the cycle the fund would have amounted to 
at least a billion and a quarter dollars. With higher benefits these amounts 
might have been even greater. How should they have been invested? 


2. What Investments are Desirable from the Fund's Standpoint? 


There are at least 2 points of view to be considered before one 
can pass judgment on the eligibility of any class of unemployment fund investment. - 
The management of the fund will (or should) be interested first and foremost in 
liquidity, second no doubt in safety, third in yield, and only last if at all in 
the less immediate but very important broad considerations we call social and 
economic. 


Remembering that the broader and longer view will also have to be 
taken if these funds become universal, let us consider the 4 principal classes of © 
investment as they appear to the investment management of the compensation fund. ~ 
These investments are: . 


(1) Bank deposits 


‘3 Government and corporation securities 


(3) Short term investments (other than those in $2) 
(4) Self-investment (in the business of the employer) 


If he could be sure that banks will never fail and if interest return 
were no object the conscientious fund manager would perhaps put all of his re- 
sources on deposit with a bank, Under the present banking laws of this country, 
this means deposit in a commercial bank or trust company, A number of responsible 
persons and commissions have suggested revision of our Federal Reserve Act to per- 
mit what now is not possible: acceptance by Federal Reserve Banks of deposits by 
non-bank depositors. Whatever the arguments for and against this departure from 
the point of view of national banking policy, the fund manager would no doubt be 
glad to avail himself of the resulting higher degree of safety and liquidity. —. 
Even*without this privilege, when and as the insurance of bank deposits goes into 
effect, deposit in the ordinary way will be much more attractive than ever before. 
Depository bonds could be required from banks ineligible for insurance, as now. 
Under any of these conditions few investments rate higher in liquidity and safety 
than bank deposits. Interest return would be low but probably high enough to pay 


at least the expenses of the fund management. 


Because of the uncertainties of deposit (which will never be entirely 
eliminated, under any scheme of insurance) and because interest return will con- ~ 
tinue to be an important criterion of a good investment, the bulk of the fund will 
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probably be placed in long-term securities. Moreover in the absence of statutory 
restriction it would be too much to expect that patriotism and politics and the 
certainty of a constant market for local and state public debt will be arguments 
less potent in the future than in the past. It is the history of our workmen's 
compensation state funds thet they patronize heavily, many much too heavily, the 
home government bond market. Every consideration of safety points away from this 
absurd violation of the law of large mumbers on a risk where one should expect it 
to be most highly honored. There are as we shell see heartening indications of 
recognition of the dangers of such an investment policy tied up with a hazard in- 


If the laws will permit ~ and at least one Commission has considered 
this possibility ~- the fund might be invested partly in first-class corporation 
securities. There is no modern instance which I know which compares with the 
Chamberlain 30-year study, but it seems likely that, no matter how well selected 
or how carefully checked from time to time, the danger of loss on private secur- 
ities will continue to be considerably greater than for civil loans. Facing the 
uncertainties of a very uncertain future, it would take a brave or a foolish pro- 
phet to say how inflation, if it arrives, will affect relatively public and private 
debt. In the meantime many private debts meet all the requirements of the fund 


management. 


’ It is not possible to generalize on the investment merits of secur~ 
ities as a class. At one end of the wide scale of safety and liquidity are the 
bonds of the Federal government and of the more solvent states, mmicipalities and 
corporations. At the other stand the mititudinous issues of hundreds of thousands 
of large and-small debt-laden cities and school, road and special districts. Yield 
being a function of risk, it is naturally relatively low for the first group of 

spe ypes bat still shows a good margin over bank deposits. 


Acceptances, commercial paper, call loans and short-term Federal ob- 
ligations are suggested by the Massachmsetts Commission as a third possible way to 
invest. Given the ordinary precautions of good business, it would be difficult to 
imagine a class of investment as safe or as liquid. The yield, particularly on 
the first 3, would vary much more erratically than for either of the 2 classes we 
have mentioned, but the flexibility afforded by their short maturities would make 
this a simple problem for the fund manager. Yield over a period would also be 
considerably higher than for either Federal bonds or bank deposits. The Mass- 
achusetts Commission rules them from consideration not because they are not liquid 
or safe but because of their possible effect on business and banking. This Com 
mission selects U. S. Treasury certificates as the ideal investment for all pur- 
poses: their sole defect is a very low yield. As for safety and liquidity, they 
are unequalled even by bank deposits. 


If individual funds were set up for each employer (as in Wisconsin) 
and the function of investment management were left with him (it is not in Wiscon- 
sin) a fourth method of investment might be allowed, This is investment in the 
business of the employer himself. Whatever the social implications of this method 
and the defects it would develop in practice, this naturally appeals most to him 
who pays premiums. Whether it is a sound belief or not, the average business man 
is confident that the yield on the capital employed in his business will be far 
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higher than on government bonds and bank deposits. He has control of the funds 
in his own handse He knows he is not paying for another employer's bad luck or 
bad management. That funds accurmlated in this way are in fact the very opposite 
of safe and liquid will not appeal to him as a practical argument. Society, 
remembering what self-insurance so-called means in workmen's compensation, has 


Other standards. Of these presently. 


In summary 3 investments stand out as preeminent, from the point of 
view of good fund management: United States bonds, bank deposits, and United 
States Treasury certificates. It is significent for the planners of unemployment 
funds that not one of these has a major place in the portfolio of the average 
workmen's compensation state fund. How do they rank in the broader view of the 


entire group? 


e ir, r i Vv 


To give concreteness to our discussion I summarize in the accompany- 
ing table the principal investment features of 3 proposed unemployment funds and 
of the Wisconsin law. 


Upited States and Other Bonds. - Most of the argument on the effect 


of the accumulation and disbursement of unemployment compensation funds starts 
with the assumption that these funds will be largely if not exclusively invested 
in Federal, state and municipal bonds. The summary below indicates that perhaps 
much of this discussion is beside the point. But it is worth attention, because 
even under the Wisconsin and Massachusetts plans no less than 60 per cent of the 
fund must be in these securities, and under the other 2 plans while it may be 
lower, the percentage will vrobably be higher. Fitzhugh is afraid that their 
liquidation during a depression would be disastrous, and that their effect would 
be to exaggerate the fluctuations of the cycle rather than to modify them, It 
is also said that unemployment funds will make a new demand for bonds, there will 
be a withdrawal of capital from the non-government market and thus the normal 


growth of business will be impeded in good times. 


There appears to be reason to fear the effect of bond investment more 
in depression than in prosperity. On the cycle's upswing there would it is true 
be a gradual diversion of upward of a billion and a quarter dollars from interest- 
or dividend~receivers (particularly the latter) and (wherever it would be possible 
to charge them) from consumers in the form of higher prices. The exact amount of 
this diversion it is not possible to calculate, since it depends whether the 

plan is contributory, to what extent these costs are passed on to stock and 
bond-holders and consumers, to what extent these stock» and bond-holders and con- 
sumers now invest their income in securities and in what securities they are in- 
vested. Considering at the moment only fund investment in public debt, it is 

fair to anticipate that much the greater part of the billion and a quarter 
dollars will represent a net reduction in the amount of capital seeking the non~ 
government investment market. Most of these profit- and interest-receivers would 
have saved the premium amounts deducted from their income and reinvested them. 

In turn most of their reinvestment would normally have gone into private as com 
pared with government securities. To the extent that these amounts are not avail- 
able for business borrowers, to that extent the incentive for business men to 


INVESTMENT CHARACTIRISTICS, AMERICAN UNEMPLOYMENT COMPENSATION PLANS 


Eligibdle Investments 


Deposits 
Liab. UeS- State Munici- (if vermitted) 


fnthority Pooled Acct. State tions tions (within Deposits by Deposits by 
be State) State Treas. _State Treas. 


Wis. itate Trees. State Annuity Each employer's None Yes Yes Yes” 20-40% of Included in F.R. 
and Investment account separate — all moni Deposit Lipits 
Mandatory? ~6 wandatory ~ 


Board 


Ohio State Trees. Unemployment Pooled for all None s No Yes. Wo max- 
Insurance industries imam 


Commission 


Minn. State Trees. State Board Employer and iJone ° Yes. No max- 
of Invest- industry inmm 


ment accounts 


Mass. State Treas. State Invest- Each employer's None s 20-40% of _ Included in F.R. 
ment Board account separate fund. 5 ¢ Deposit Lipits, 
Mandatory liandatory 


1. Investments joint in all plans. 
2. Twenty year record of no default, and with five year maximum maturity. 
3- After the first year of operation. 
_ 4» Record of no default. 
5. Listing Treasury Certificates specifically. 
6. In "Trust depositories." 


NOTE: Ohio also permits investment in Federal Land Bank bonds and Joint Stock Land Bank bonds. 


expand in good times is removed.s Within limits certainly busindss borrowers 
will simply offer higher yields but there are limits to this way of encouraging 
the supply of canital. The billion and a quarter dollars or a considerable part 
of them are definitely off the supply side of the non-government market. This 
incidentally constitutes an excellent reason why the funds should as a rule not 

be permitted to buy corporation securities. Income saved to buy government secur- 
ities either by private investors or by employment compensation funds is income 
largely sterilized as far as its effect on business expansion goes. If the fund 
were invested in private securities, there would of course be no change in the 
supply of capital, but a mere shift to a new class of investor. 


The argument that investment in public debt "freezes" capital appears 
to me to be an argument for unemployment fund accumulation rather than against. 
Unemployment funds may in this way provide a minor brake on the heedless speed 
with which we have tuilt up the dizzy financial structure of our new eras. There 
is no reason to expect that the supply of public bonds would increase because 
a@ new customer is added. For a time perhaps government bonds would sell for lower 
yields, but in the long run the net result would be the replacement by the fund 
investor of other government security owners and the shifting of the latter into 
other fields. Even a billion dollars of such investment by unemployment funds at 
the end of 1929 would have been a very small part of our total government debt at 
that date, which totalled over $30,000,000,000. Discounting all you please for 
poorer quality investments, the Federal debt alone in 1929 was $16.7 billions. 
There were besides billions of eligible state bonds, and not over 3/5 of unemploy- 
, ment funds need have been in government bonds at the very most. 


To the extent that interest and dividends would have been spent in the 
absence of fund accumulation, that consumers would contribute and that workmen 
themselves would help bear the cost, there would be no sensible effect on the 
private capital market of investment in government securities. The income that 
is not spent today does not go to swell the supply of new capital for business men. 
At the same time it does not decrease that supply. Investment of this part of 
fund income in private debt would have the most harmful influence of all: it would 
help expand the sum of capital goods at a time when exactly the opposite is desir- 
able. Many conceive the entire process of fund accumlation and disbursement in 
the direct and oversimple light of postponed consumption. It is not exactly so. 
To the extent that it is so its chief effect is to discourage directly though 
slightly the propensity of business men to expand recklessly in good times. 


Distribution of unemployment benefits during a depression would be a 
twoeedged sword. Wo one doubts the beneficent retarding influence on the decline 
in business of these hundreds of millions of dollars. Even in depression many 
investors reinvest income, when what is urgently needed is not an increase of 
capital goods but of consumption. Rubinow estimates that of the $104,000,000 
saved in the hypothetical Ohio fund as of the end of 1929, $93,000,000 would 

have been expended within the next 2 years. The timing of the benefit payments 
(including those from current income) to the first and most helpless victims of 
depression would have been nearly perfect: $69,000,000 in 1929, $110,000,000 in 
1930. To ask at this juncture, as so many do, "What of the fund when the money 
runs out?" is to miss completely the significance of this distribution mltiplied 
over 48 states. On a national scale no one can estimate to what extent that these 
expenditures, made in the nick of time, would have slowed up the precipitous slant 
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of the depression. It is at the same time true, that if these sums had been in- 
vested exclusively in government bonds, their liquidation would have presented 
a certain element of danger. This danger lies in the speed rather than in the 
fact of fund liquidation. The speed of liquidation would naturally exceed that 
of life insurance funds or of ordinary corporation surpluses. The security 
markets and business are tied together in a mysterious way, each with its eye 
cocked on the other for a signe For the investment commnity to watch day after 
day the unloading of considerable sums of government bonds on the market ~ or to 
feel these same sums hanging over it - would be to add something to deflation's 
horrors. The danger is not as great as the opponents of unemployment funds 
would have us believe. The volume of government securities over the market would 
be no greater than if privately owned. Only a part of the billion and a quarter 
dollars would be in securities with an active market. As for the time of creat- 
est liquidation, 1931, it would be neither better nor worse than if the bonds 
had been held by insurance companies, banks or other non-government investors. 

In fact in one respect the compensation fund would enjoy one advantage that only 
life insurance companies share: the remarkably even level of their current in- 
comee Like banks and insurance companies it has the privilege of borrowing from 
government, but the security it can offer: essentially the going business of the 
entire country, is far superior. Unlike any of these it can hardly fail, because 


it is compulsory. 


But your aggressive proponent of the government bond as a fund in- 
vestment does not rest with defensive tactics. He claims for it certain positive 
advantages. Rubinow would have Federal bonds released by the unemployment fund 

serve as a basis for credit and inflation. I question the logic of this expecta- 
tion. It seems to be accepted generally that at no time have our current diffi- 
culties in restarting the wheels of trade been due to lack of a credit basis as 

such but rather to lack of the desire to borrow and reluctance of panicky banks 

to lend. The Federal Reserve Banks might buy these bonds as they come on the 

market and use them to introduce new currency and credit, but what have been the 
actual results of our recent deliberate and determined attempts at just this 
objective? Securities released through liquidation also are not nearly as easy 

to control as through the studied emission of new issues. Rubinow argues also 

that liquidation of the fund would provide a more desirable way of raising public | 
works relief funds than through the sale of new state and federal issues. It | 
would reduce the volume of these issues, and keep down the burden of future debt ' 
service. It would give the commnity a net gain on both sides of the cycle. 


- Once it is decided that it is undesirable for un~ 
employment funds to add further to the supply of capital goods on the upswing of 
the cycle evaluation of the eligibility of investments becomes comparatively 
easy. The principal uses of commercial bank deposits are for business mens! 
capital: that is for manufacturers, jobbers, or distributors, and for builders. 
They not only go principally into business mens! capital, they are cacahle of 
Great expansion as credit, and are so least desirable socially of all fund in- 
vestments. Even if the sums were all derived from savers as distinguished from 
spenders, the net result of fund investment in commercial deposits - through the 
expansion of credit - would be to raise the supply of business mens' capital 
tremendously, and the supply of long term private cepvital considerably. From 
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the social viewpoint the amount of cash deposits on the usual basis should be 
kept at a minimum. Since deposit with Federal Reserve Banks is not now permitted, 
the provisions of the 4 plans we are examining do the next best thing. All per- 
mit cash to be earmarked and held as such by the State Treasurer, or placed as a 
state deposit with legal depositories. Ohio and Minnesota place no limit on this 
use of the fund; Wisconsin and Massachusetts include it within the same limits as 
for Federal Reserve deposits: after the first year not less than 20 and not more 
than 40 per cent of the fund, and they make it mandatory. The advantage of this 
middle ground position is that the supply of fixed capital is not increased by 
accumulations in the fund and may in fact be reduced. Monies left in cash with 
the Treasurer are completely sterilized, deposits with the state depositories 


are invested mainly in government bonds. 


The principal disadvantage of bank deposit as a way to invest the 
fund lies in the possible harmful effect of withdrawals when the banks are facing 
demands from all sides, It is significant no doubt that the greatest call for 
cash in this depression came at the end of 1931, not in 1929. 1931 was also the 
year in which unemployment funds would have been almost entirely liquidated. 
Again it is a question not of the amount of the demand, but the timing. Even on 
the assumption that half of all the funds had been kept with banks up to 1929, 
the withdrawal of a half billion dollars is insignificant compared with the 
national aggregate of 45 billions. The fact that the interest return would be 
low on these deposits and zero on cash earmarked is a point of minor importance, . 


The Wisconsin law and the Massachusetts bill contemplate the possible . 
amendment of the Federal Reserve Act to permit Reserve Banks to accept deposits 
from the unemployment fund. Payments made by commercial banks for their business 
depositors could be earmarked whenever desirable, and it is hoped that the 
processes of expansion and contraction of credit might in some degree be mod- 
ified. Even if the second objective were not gained to perfection, the steriliz~ _ 
ing effect of the first would prevent the deposits from adding to the sum total. 
of capital funds unless the Reserve Banks so desired. No other investment has 
in it the possibilities of so little harm in accumulation or liquidation and of 
80 great a good. One-half of the billion and a quarter dollar fund would have 
been 25 per cent of combined Federal Reserve Bank deposits in December 1929, and 
20 per cent of their total resources. These are considerable proportions of the 
whole, but here especially the important feature is not the amount involved but 
the all-important chance of braking the speed of liquidation. The deposit of 
public funds with central banks is permitted in other comtries, It would be 
advantageous but not essential to the funds if nominal interest could be allowed 


on these deposits if they are permitted. 


stments. - Investment in acceptances, commercial 
per and call loans in addition to swelling the supply of private capital 
especially with call loans) would exaggerate the swing of the cycle in either 
direction. This category however includes one investment of a quite different 
character: U. S. Treasury certificates. In security these rank with Federal 
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bonds, in maturities they are extremely flexible, and safe and liquid without 
question. They can be made a part of the investment portfolio without amending 
legislation. They are available in ample volume, and will be at least as ample 
in the decade to come. In November 1929 there were outstanding over $1.6 
billions of Treasury certificates; in November 1932 the total was nearly 2 
billions. There appears to be no reason why, if desired, all unemployment funds 
should not be put in these certificates. It is not likely that this would 
happen, because of the very small return. In the opinion of the Massachmsetts 
Commission "this form of investment will.........minimize adverse cyclical . 
effect." Without examining the reasons in detail, it appears likely that these 
Federal obligations, temporary issues maturing within one year and issued solely 
in anticipation of taxes, would have the least effect either way on the swing 
of trade. Their purchase is authorized in all of the 4 plans we have discussed 
under the head of U. S. Government "debt" or "interest-bearing debt," 


1 Inves - Because history is more certain than 
prophecy we have been dealing in this paper with the investment features of an 
unemployment fund had we had one in the past. When and as we create such funds, 
what in summary appear to be the criteria for their investment? Our system of 
piece#meal legislation will insure that the mistakes we make will be confined to 


a relatively small area. 


In the present state of affairs, the main features of the Wisconsin 
and Massachusetts plans come very close to an ideal arrangement. Purposely no 
doubt, both - as well as the proposed plans for the other 2 states ~ leave much 
to the discretion of the fund management. There is no substitute for ability, 
but in the future the lines will perhaps be more tightly drawn around the classes 
of eligible investment. These first two plans after the first year require not 
less than 20 per cent of the fund to be in earmarked cash or deposited with a 
state depository under the usual safeguards. The percentage may not be more than 

-40. When and as deposit with Federal Reserve Banks is permitted, the 20-40 per 
cent limits will apply to all cash and all deposits combined. Wisconsin permits 
investment in short-maturity Wisconsin mmicipals having a 20-year record of no 
default. Massachusetts requires a perfect debt record but places no restrictions 
on maturities. Though neither of these plans does so, it would appear wise to 
limit the total holdings of all municipals to not more than 10 or 15 per cent 
of the portfolio. As it stands it would be possible for both of these funds to 
be invested 80 per cent in municipals; and the unblemished records of their past 
would not be a bit of help if the country ran into a flurry of municipal defaults. 
States have a lighter load of debt than any class of public borrower, but it 
would be wiser also to limit total state bond holdings to 10 or 15 per cent of 
the total and provide for automatic elimination in case of default. On the 
other hand it would perhaps be desirable to specify a minimum proportion of 
Federal bonds to the total, perhaps requiring specifically a minimum block of 
U. S. certificates. 
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A fund invested on this basis between 1923 and 1929 would have ex~ 
aggerated very little if at all that complex of trade and finance we call the 
cycle. It might possibly have checked the savage abandon of expansion. Even 
if the end of 1929 had found a billion and a quarter dollars in its surplus, 
its investment and liquidation according to the canons of only ordinary good 
sense need not have speeded the liquidation and might possibly have slowed it 
down. Until we learn by actual operation, this would appear to be a good mix- 
ture: 40 per cent in cash or earmarked deposit; 40 per cent in U. Sy Governments 
including U. S. certificates; 20 per cent evenly divided between state bonds 
and municipals. These investments would be selected with the idea of minimiz~ 
ing shock to the financial system; skillful accunmmlation and liquidation would 
still further reduce it. The cash and deposits could not disorganize the 
financial system because the first would never become a direct part of it and 
the second would be sterile. Fund holdings of government bonds would not be 
net additions to the amount of these bonds, but the same amount in different 
hands. There may be strong arguments against our attempting in this country 
the beginnings of unemployment funds. The bugaboo of harm to and even the ruin 
of the financial system should not be one of them 


* 


THE EFFECT OF INFLATION UPON LIFE INSURANCE 


“by *Me As Linton, President of the 
Provident Mutual Life Insurance Company 


(Important Note: This paper deals with inflation and its effect upon life 
insurances However, it can not be emphasized too strongly that the stake of life 
insurance policyholders in a dependable currency is shared equally by savings bank 
depositors, by those receiving pensions or annuities and by those dependent upon 
the income from sound bonds and mortgages; in short by all who have been thrifty 
and have invested their savings conservatively, -- Me Ae Le) 


Inflation is an illusive topic because it may manifest itself in so many 
forms» Broadly speaking, a country experiences inflation when monetary policies 
cause a rise in pricese This «ay come about in many wayse It may be accomplished 
by &@ reduction in the gold content of the dollar, by the outright printing of in- 
convertible paper money, by the coinage of silver on an unsound basis with relation 
to gold, by an expansion of deposit currency in the form of bank credit, or by an 
increased velocity of the circulation of the deposit currencye Because there are 
so many ways in which monetary policies my raise prices -- and the above list is 
by no means complete -- it clarifies the discussion of inflation to be precise in 
defining the particular type of inflation that may be under consideration at the 
momente 


Before entering upon a discussion of inflation as such, it will be well to 
take a little time to review in outline the underlying cause of the depressions Too 
often there is a tendency to place the blame for our troubles primrily upon 
monetary policies when in fact it lies elsewhere. This tendency would not be 
serious were it not for the fact that the same line of reasoning leads to the 
conclusion that the way to bring back prosperity is to alter radically the country's 
monetary systeme Undoubtedly this system can be improved but radical changes are 
likely to have exceedingly serious consequencese 


The Basic Cause of the Depression 


The cause of the breakdown goes back in large measure to the financial and 
economic dislocation caused by the World Vare Great wars in the past have bred 
great depressionse Our Civil War, after an interval of eight years, was followed 
by a major depression which lasted from 1873 to 1879« Apparently we of this 
generation mistook the short, sharp depression of 1920-1921 as our readjustment 
from the effects of the World ‘Jare ‘Je were so sure of it that the relatively long 
period from 1921 to 1929 with its comparatively stable commodity price level gave 
rise to the theory of a "new erae" Unfortunately it was not newe We were repeat- 
ing the same old mistakes, indulging in the same old illusions, and heading toward 
the precipicee 


To appreciate the dislocation caused by the war it is merely necessary to 
review what happened in this country from 1914 to 1918 When millions of men in 
Europe were taken from the farms and factories and put into the trenches, a large 
part of the task of supplying food and war materials fell upon the United States. 
Consequently we improved the efficiency of our farms and increased farm acreage, 
We enlarged our factories and built new ones, and at feverish speed produced 
munitions and countless articles of modern warfaree We built ships and shipped 
across the ocean the large excess agricultural and industrial productions 


With the ending of the war the excessive demand for our products fell offe 
We had more plant capacity than was needed to meet our internal demande Moreover, 
we had been changed overnight as it were froma debtor to a creditor nation and 
this also tended to check the foreign demand for goods from the United Statese In 
particular the demand for farm products fell offe Europe went back to producing 
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its own food, and nations which previously had bought our farm products encouraged 
agricultural expansion at homee Farm prices fell sharply and in a relatively short 
time the American farmer was in difficultye The industrial section of the country 
postponed its troubles for several years largely through the extension of credit 
both within and beyond our own borderse The long-term (over one year) internal 
debts of the country increased from 1921 to 1929 by more than $50 billions or 66 
per cente In addition, upwards of $10 billions was loaned to foreign nations, 
largely in the form of factory products which we exchanged for beautifully engraved 
I 0 U's known as foreign bondse The extension of this internal and external credit 
was accompanied by intense industrial activity which produced the appearance of 


lasting praperitye 


There had to be an end to this method of doing businesse The situation was 
already being undermined by the serious plight of agriculture, and finally after an 
orgy of stock market speculation the bubble burst and the depression was one 


It mst be evident to thinking people that the economic troubles experienced 
during the last four years have their origin in the dislocation caused by the war 
and in the unsound economic policies of the post-war decadee These in turn were 
rooted in the inherent speculative, acquisitive instincts of millions of men and 
women who did not realize the ultimate consequences of giving these instincts a 
free reine Now that retribution has been visited upon us, it is to miss the point 
tragically to place the blame merely upon the particular currency system that was 
in use during the period when the foundations were being underminede It nay well 
be doubted whether any system of currency could have stood up under the terrific 
strain imposed by the events of the war and the new erae 


Debts and Devaluation 


After this brief review of the events which led to the collapse we come to the 
consideration of one of the most pressing of our immediate problems, and the one | 
which is the most potent in stimlating the demand for inflatione It is the same 
problem encountered in every major depression, namely how to deal with the tremendous 
burden of debt created during te preceding period of apparent prosperitye Before 
the war the long-term internal debts of the United gtates amounted to about $38 
billionse Shortly after the war they amounted to about $75 billionse At present 
they are in the neichborhood of $134 billions, Before the war they amounted to 
$388 per capita; at present to $1072.e* This is a startling increasee In view of 
the hard times which have lasted for four years, it is not surprising that there is 
clamor for a way to reduce debtse Hence the agitation for inflation since many 
believe that a rise in the general price level will make it easier for debtors to 


pay what they owee 


The particular type of inflationary measure which has been occupying the center 
of the stage has to do with the gold value or the gold content of the dollare It 
is generally assumed that the gold purchasing plans of the government, pvt into 
effect last October, will eventually lead to a paper dollar stabilized with relation 
to gold on a basis different from that which has been in effect in this country for 


_ hearly one hundred yearse 


Under the old gold standard an ounce of pure gold was equivelent to $20.67 
in other types of currencye As a means of cheapening the dollar, raising prices 
and hence -- so it is claimed -~- making it easier for debtors to pay their debts, 


* The Internal Debts of the United States, edited by Evans Clark and published by 
The Macmillian Company for the Twentieth Contury Fund, Ince 
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it is urged that each ounce of gold be made to command a larger amount of currency, 
say an amount lying somewhere in the neighborhood of $35 or $40. There have been 
post-war precedents for this kind of changee 


For example, France in 1928, after struggling for years with e large govern- 
mental debt and excessive issues of paper currency, changed the gold content of the 
franc so that a given quantity of gold would command a much larger number of paper 
francs than in the pre-war periode The debt burden upon France was so great and her 
prices had advanced so heavily that her devaluation was drastic -- approximately 80 
per cente As a imtter of fact before the devaluation was accomplished the price 
level had risen to seven times its pre-war figuree Needless to say this worked 
extreme hardship upon great numbers of peoplee Finally the adjustment to the new 
price level was accomplished and confidence and economic stability were restured. 


In this country there is no need for a devaluation so drastic as that adopted 
in Francee Even the 1926 price level which many hold out as the objective, is only 
50 per cent above the pre-war levele Indeed there are many who believe that our 
problem could be solved without any devaluation at alle Be that as it my, the 
President has in his hands the power to make the change and through the gold purchase 
plan has already caused a substantial depreciation of the dollar in terms of other 
currenciese ‘Therefore the conclusion is generally drawm that the program will lead 
to formal devaluation so that we do well to consider the effect upon the country, 
upon life insurance, of a change in the gold content of the dollar involving a paper 
currency convertible into gold on a new basise 


It is not an easy problem to solvee So mich depends upon human psychologye 
Yill the country have confidence that the new gold content will stay put; that it 
will not become the football of politics? Will we have the fortitude to adhere to 
the new basis when rough zoing is again encountered? Given confidence in the 
permanency of the new standard, the plan holds out reasonable promise of being 
beneficiale It meets in a practical way the widespread demand, backed up by power~- 
ful political forces, that something be done to change the basis upon which so much 
suffering was caused by the deflation of the last four yearse In facing this 
problem political redities can not be ignorede Fortunately, judging by the exper- 
ience of countries which have devalued their currency, this is a kind of inflation 
which stands a good chance of remaining under controle Hence it offers a better 
basis for confidence than ot!.er forms of inflatione In saying that, however, one 
can not but realize that the greatest care mst be taken to choose the right figure 
at which to revalue@e The change will produce a number of repercussions both at home 
and in our foreign relationships, and these should have been foreseen and weighed in 
advances 


Devaluation and Life Insurance 


Assuming, however, that we do achieve a currency upon a new gold basis in which 
the country has confidence, the chances are excellent that increased business activity 
and a healthy rise in prices will followe A development of this kind would benefit 
life insurance policyholderse Their income would be increased and they would find 

it easier to pay premiums on outstanding insurance and to take new insurance to 
replace the insurance they have had to let goe Defaults in interest and principal 
payments on bonds and mortgages held by the companies would be cleared upe Real 
estate acquired under foreclosure would become salable and the money thus tied up 
would again begin to produce a fair returne In the realm of mortality there is 
reasonable hope that the relatively large losses from suicide and heart trouble 

would subside as the financial pressure upon policyholders lessened. These various 
factors, improving as they would the earning power of the companies, would be 
reflected in the net cost paid by the policyholders for their insurances 


On the other hand, a rise in the general level of prices would proportionately 
reduce the purchasing power of the dollars represented by insurance policiese How- 
ever, most of the vast sum of outstanding insurance was acquired with dollars having 
a purchasing power considerably lower than that of the present dollar. Hence a 
reasonable increase in the price level based upon sound recovery could not be con- 
sidered as working an injusticeée Rather it could be looked upon as correcting a 
situation in which the beneficiaries of life insurance policies have been receiving 
payment in dollars of abnormally high purchasing powere Taking everything into 
account a healthy increase in prices is desirable. 


It is important that emphasis be placed upon the word healthye The reason is 
that an unhealthy increase in prices brought about by currency ranipulation would be 
exceedingly dangerous, not only to life insurance, but to the entire social fabrice 
A sure-fire method of achieving a rise in prices is to have people lose faith in 
their currencye When that happens there occurs what is known as a "flicht from the 
dollar” in which prices rise rapidly because people prefer to own tangible property 
(or stock certificates involving title to tangible property) rather than dollars. 


The collateral consequences are manye For one thing bonds and other firste- 
class fixed investments decline in market value since they represent promises to pay 
the currency which is declining in public estimatione This undermines the founda- 
tions of banks and other financial institutionse Government bonds also decline for 
they too are simply promises to pay currency at certain dates in the futuree “hen 
government credit is undermined it becomes more and more difficult for the govern- 
ment to sell its bonds on a reasonable basis to obtain woney for its recovery program 
or to refinance the large sums that fall due from time to time as old issues maturee 
If the process goes far enough there will be enormous political pressure to start 

the printing of money with which to pay off bonds, to pay for new projects or even 

to pay current running expensese Here lurks the menace of the worst type of 
inflatione 


The administration of course seeks to avoid a situation of that kinde However, 
an artificial rise in prices through currency manipulation would greatly increase the 
probability that it would not be avoidede The difficulty is that the checking of an 
inflationary price rise always produces falling prices and a series of unpleasant 
consequences for agriculture and businesse This naturally produces a demand for 

more inflation to reverse the effects of putting on the brakese 


The 1926 Price Level and Its Pitfalls 


We hear a lot about tre price level of 1926 and the desirability of getting back 
there againe Several comments can be madee Let us not forget that the 1926 price 
level was practically the level of prices throughout the new era period of 1921-19294 
On that level we managed to have a wild orgy of speculation followed by a disastrous 
collapsee Therefore simply getting back to that level may not prevent serious future 


troublee 


Again, if we should reach the 1926 price level by currency manipulation rather 
than by sound business recovery, and then having achieved the level should withdraw 
the artificial support, prices would again fall and the 1926 level would still be 
unattainede That this would raise a hue and cry that we had not taken enough of the 
medicine, is the sure lesson of historye The unpalatable truth is that there is no 
short cut to recoverye iJe can lay the foundation but widespread confidence in the 
future mst permeate the business world before business can go forward on a gound 
basise This takes time. Fortunately the government through the National Recovery 
and Agricultural Adjustment Acts is seeking an intelligent solution of some of the 
most pressing problems in the areas of industry and agriculturee When confidence 

in the currency has been achieved the stage will have been set for revivale 
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But, it is argued, this country should have no fear of a dangerous inflation of 
the currency for the reason that it rolds so large a stock of golde This is an 
interesting questione Again it leads back to the basic element of confidencee ‘With 
confidence, paper money can safely be imde convertible into golde ‘/ithout confidence 
it can note So long as there is no provision for conversion into gold there is no 
check upon the amount of paper money that can be issuede The issuing of mech paper 
money would almost certainly result in a marked drop in the value of zovernment bonds 
and other securities held by financial institutions, thus precipitating a severe 
financial crisise Ig ig not clear, therefore, that in a situation like this, 
currency inflation could 70 to zreat lengths and do great damage? Eventually after 
the damage had been done and the country had learned its bitter lesson the gold would 
then be used to reestablish a sound currencye It is what would happen in the inter- 
vening period of disorder that arouses apprehensione 


Paper Money Experiences in This Country 


This country has had two experiences with printing press roney that are some- 
times brought into the discussione The first was during the Revolutione In the dark 
days of the struggle with Great Britain the Continental Congress had the utmost 
difficulty in raising funds to carry on and the needs of the army were greate Resort 
was had to the printing press and large quantities of paper money were issuede The 
result was of course a marked rise in pricese In the five years following 1775 the 
general index rose from 75 to 2326 Aa an extreme example, the paper money price of 
butter in Boston in 1780 rose to $12 a pound and the price of flour to $1500 a 
barrele The paper money finally became practically worthless and went out of 
existencee Hence the origin of the phrase “not worth a continentale” — 


The second experience with paper money was during the Civil Ware We sometimes 
hear it said that Lincoln fought the Civil War on paper moneye It was not quite so 
simple as thate In the early days of the struggle the credit of the North was 
seriously impairede It became impossible to sell sufficient bonds on a reasonable 
basis quickly enough to provide funds that were desperately needede Accordingly 
congress reluctantly authorized the printing of greenbackse Thére were three issues, 
the first in February of 1862 and the last in March of 1863-e Remember that the war 
lasted for more than two years after thate The greenbacks were issued simply as a 
measure of great extremity and the method of selling government securities was adopted 
as soon as it was feasiblee As against some $450 millions of greenbacks, over $2 
billions of bonds and treasury notes were issuede During the paper money period 
there was a free gold market and t’e greatest depreciation was in 1864 when one gold 
dollar was worth $2.85 in papere In other words, the paper dollar had dropped to a 
value equivalent to 35¢ in golde Many students of the subject are led to the con- 
clusion that the abnormal rise in prices resulting from the fiat money eventually 
made the cost of the war much heavier than it would have been if the government 
throughout the entire period had been able to raise money by the sale of its se- 


curitiese 


After the Civil War plans were adopted to make the paper money convertible 
into golde The move was bitterly opposed by the inflationists who, as now, failing 
to look below the surface, attributed the great depression of the 70's to a currency 
based upon golde In 1879 the paper money was made convertible into gold and recovery 


followede 
French and German Experiences with Paper Money 


The course of history is strewn with many examples of the havoc wrought by 
experiments with paper money inflatione Two of the most interesting are the French 
experiences of the eighteenth centurye The first followed the insane specula tion 
at the time of the Mississippi bubblee It resulted in utter ruin for a large part 
of the population. Seventy years later when the revolutionary government came into 


* Power it owed a lot of money and found it difficult to collect taxese However, it 
had seized the extensive valuable lands of the church -- lands that were producing 
an excellent rate of return -- and the decision was made to use this land as the 
basis for an issue of paper currencye The memory of the terrible experience of the 
preceding inflation was so keen that elaborate precautions were taken to safeguard 
the new plan so that the inflation would not get out of hande 


The precautions unfortunately were of mo availe Prosperous business appeared 
to follow the first issue but in five months the stimlation wore off, unemployment 
increased, prices declined, and the government was again short of fundse After 
searching debate the assembly by a vote of 508 to 423 authorized a second issue 
twice the first one in amount, and solemly declared that that would be the laste 


The story of the tragic events which followed the successive issues of the 
paper money during the next few years is told :n Andrew De ‘Jhite's fascinating little 
book "Fiat Money Inflation in France," which hes recently been republishede All 
who believe that it is possible in peace time to control a paper money inflation 
designed»to improve economic conditions would do well to get a copy of the book and 
ponder its meaninge They will find its pages packed full of human intereste It 
sounds strange to our ears, but the French have a saying “The gvillotine follows 
the paper money press; the two machines are complementary one to the othere" 


Germany's disastrous experience with paper money inflation in 1923 is well 
known to all of youe In the words of the German Finance Minister in 1926-27, paper 
money inflation is “the most terrible thing that could happen to any civilized 
statee" Whether or not the t!Inited States would go the full length of complete 
currency depreciation if it got fairly started upon a paper money inflation, is 
impossible to answere All we can say is that the forces making for successive 
issues of paper money grow greater with each issue so that the stopping of the 
process becomes progressively more difficulte Many incomes go up but the increased 
incomes will buy a smaller amovnt of food, clothing, and other necessities of lifee 
Stopping the inflation produced unemployment, a fall in prices and wages, and 
renews the clamor about debtse Eventually, of course, there must be a halt, but 
the longer it is deferred the greater the suffering ard the more bittor the ultimate 


read justmente 
Who Gain and Lose by Inflation? 


A question frequently asked is thise Who are the gainers and who are the 
losers in a drastic inflation? First among the gainers are the small proportion 
of speculators who either have capital or can borrow capital and are lucky enough 
to select the tangible things which come through with least losse Then there are 
the prime producers of things to sell who owe more money than is owed to them. For 
example, the farmer with a heavy mortgage debt is likely to be in this classe In 
this connection it is well to recall that 5€ per cent of the farms of the country 
are free of mortgage debt, and that of the farms which aro mortgaged @ substantial 
proportion have a debt that is less than one-half their present value 


For every person who would gain by drastic inflation from four to five would 
suffere Chief among the sufferers are the salary workers and the wage earnerse The 
reason is that the costs of food, clothing and the other necessities of life rise 
in price much faster than do tho salarics and wagese Tho vast masses of people have 
no capital with which to speculatoe They aro holplesse ‘hen we consider the 
number unowployed and the numbor ewployod whose incomes are barely above the sub- 
sistenco lovel, tho oxplosive consequences of runaway prices of the nocessitios of 


life aro ovidonte It simply umst not bee 


Finally, as already indicated, all who have heretofore invested their savings 
conservatively lose heavilye In addition to life insurance policyholders, this 
includes savings bank depositors, the holders of bonds and mortgages, and those 
receiving pensions and annuitiese It includes hospitals, colleges, universities, 
churches and all endowed institutions dependent upon the income from bonds or 


mor tgagese 
Stake of Life Insurance in a Sound Currency 


Our interest this afternoon is primarily in life insurancee There are some who 
say that we should keep silent about the effects of drastic inflation upon the 65 
million policyholders who have invested their hardearned dollars in life insurance 
and whose families are counting upon its protectione They fear that these policy- 
holders my lose faith in life insurancee The reply is that as life insurance goes 
so goes the natione If the carefully managed, conservative institution of life 
insurance which has weathered the depression so mgnificiently, which has its roots 
deep in the economic life of the United States, is going to be severely damaged, 
the very foundations of our social order will be underminede No, the answer is not 
suppression of facts but a widespread knowledge of them so that the great force of 
public opinion will keep us from the precipicee 


Speaking personally, I am among those who believe that the President would 
welcome the dissemination @ knowledge of the perils of drastic inflatione 
Although fully aware of them, he is subject to great pressure from those who insist 
that something radical be done without realizing the destructive forces that would 
be let loosee Therefore he needs the support which will come when the millions of 
voters understand what is involvede 


Silver and Inflation 


We have discussed devaluation and fiat moneye Another remedy proposed for the 
country's ills has to do with silvere This metal played a conspicuous part in 
monetary discussion and practice during the twenty years following the depression of 
the 70'se Under the Bland-Allison act of 1878, the government purchased at the 
market price not less than $2 millions and not more than $4 millions worth of silvor 
bullicn per month and coined it into silver dollars of a given weight and finenosse 
The heavy silver coins did not find general favor and it was lator provided that — 
silver certificates could bo obtained in oxchango for the silver dollars; the paper 
money circulating among the public and the silver dollars rowaining in tho Treasurye 
From 1878 to 1890, about 378 willion silver dollars were coined from silver, costing 
about $308 millions, ‘the profit, or seigniorage of $70 millions being retained by 


the Treasury. 


After the Resumption of specie payments in 1879, the Treasury Department felt 
the burden of having to continue the purchase and coinage of silvere Fruitless 
efforts were made to have the law changede Instead, agitation increased for tho 
unlimited coinage of silvere This finally culminated in tho Sherman act of 1890, 
which, while not providing for unlixited coinage, provided for the purchase each 
month of 4,500,000 ounces of silver bullion at the current markot price provided it 
Was not in excess of $1629 per ounces The silver was paid for by treasury notes 
and the provisions of the act opened the door for the redemption of these noes 
either in silver or gold on a fixed basise This exceedingly dangerous provision 
resulted in a loss of confidence in the currency and contributed to the hoarding of 
golde It helped to precipitate the crisis which resulted in the severe depression 


comaoncing in 18936 


The run on gold was so serious that in 1893, after the depression was well 
under way, a special session of congress was called to repeal the Sherman act, Out 
of this grew the memorable campaign of 1896 when William Jennings Bryan demanded a 
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currency system under which silver would be coined in unlimited quantities and on a 
basis such that sixteen ounces of silver would be equivalent to one ounce of golde 
This would mean that paper money could be converted either into gold or silver on 
the stated basise He won the nomination for the presidency with the stirring 
appeal, "You shall not press upon the brow of labor this crown of thorns, you shall 
not crucify mankind upon a cross of golde” As it happened, gold won, silver lost, 
and recovery followed. 


Now in the depths of this depression, there is again a demand that something 
be done for silvere This has resulted in the President's order of last week in line 
with the plan worked out at the London Economic Conference, providing for the purchase 
of the silver mined in this country after the date of the order at the rate 6 an 
ounc@ée On the basis of an annual production of some twenty-four million ounces of 
silver, this would involve payment by the government of about $15 millions, and 
would inject that amount of currency into the monetary system. The price of 644/¢ 
an ounce is about 21f above the market price of silver just before the order was 


igsuede 


The plan differs from both of the silver coinage acts previously mentioned in 
that the price paid for the silver is fixed and that it applies only to silver mined 
after the date when the plan becomes effectivee It has no such dangerous provision 
as did the Sherman act opening the door for paper money to be redeemed by the 
treasury either in silver or golde 


Time only will tell what the ultimte effect of the plan will bee It will of 
course increase the income of the silver mining companies, stimzlate the mining of 
silver and presumably increase the purchasing power of those sections of the country 
where silver is minede Therefore it may help to ease the pressure from those quarters 
for dangerous silver legislatione® On the other hand, it is necessary to be on guard 
lest the move encourage agitation for the coinage of silver on @ much larger scale, 
including the plan of making silver convertible into gold on a fixed basisse This 
would lead directly toward the kind of inflation that would be dangerous to life 
_insurancee , The issue was settled right in 1896 and should be settled in the same 


Way nOWe 
Inflation via Bank Credit 


Another of the many forms in which inflation may come about is through the 
illusive channel of bank credit involving the creation of deposit currencye As is 
well known, the purchase of large amounts of Ue Se Government securities by the 
Federal Reserve Banks has created the basis*for a huge expansion of bank credit 
| which can come into being just as soon as individuals have confidence in the future 

and banks share that confidence and are willing to lende Properly controlled and 
@rising out of the needs of expanding business, this will lead to recovery, But if 
any such unsound expansion of credit -- i,see, creation of debts -- shoyld occur as 
in the few years before 1929, the resilt would be equally disastrous» 


This points to the importance of developing out of this depression experience a 

| banking system that will correct the glaring faults of the old dual system of 

national and state banks, and also provide more effective control over the extension 
and use of credite Other nations have developed sound banking systems and have 
learned how to control credite “le can and will do the sameg Already there are 
indications that we are making progresse Life insurance stands to gain a great 

deal from such a developments Had the United States had a banking system as stable 

as that of Canada or Great Britain, where not a bank has failed during the depression, 
it would probably not have been necessary for the insurance commissioners to impose 
temporary regulations for the payment of cash and loan values earlier this years 
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Fin@jlly a word about the inflationary aspects of an increase in the velocity of 
circulation of the deposit currencye If a bank has a million dollars of deposits 
and once each week on the average has a million dollars of checks drawn on the 
account and @ million dollars of checks deposited, the million dollars will "turn 
over" or circulate fifty-two times a year and will do the work of 52 million dollars 
circulating once @ yeare When the velocity of circulation of deposit currency ° 
increases prices tend to rise and an inflationary effect may be caused withovt any 
increase in the amount of the deposit currencye The rise in prices experienced 
last summer was accompanied by this phenomenone 

One of the things which can cause the velocity to increase is fear of the 
currency which would produce the flight from the dollar previously described. 

People feverishly buy tangible property and great quantities of checks change hands» 
Needless to say, this kind of stimlus, engendered by fear, is dangerous because it 
soon runs its course and causes a set-back in prices which intensifies the pressure 
for renewed “corrective” masurese An increased velocity of circulation of the 
deposit currency is desirable but the motivating force should be increased business 
activity based upon confidencee 


Government Credit the Keystone 


. As we draw to a conclusion we come to the keystone of the whole structure, 
namely government credite We may discuss inflation and its possibilities, and in 
the end we discover that the crux of the problem is maintaining the credit of the 
governmente This means that the government shall not load itself up with a debt 

_ which will be too heavy for it to meete No government can continue indefinitely to 
spend more than its income without coming to the point where people will become 

' fearful and will not lend it money on reasonable termse We have not reached that 
point in this countrye However the government debt has increased rapidly in the 
recent past and expenses are running far ahead of incomes 


Large sums are being spent -- and properly -- for relief, public works, and 
making loans on numerous projectse These extraordimry sums are being raised by 
borrowinge The objective of course is a recovery which will bring about increased 
‘incomes for the masses of the people so that the regular revenues of the government 
will increase and the spending of money for these extraordinary purposes will no 
longer be necessarye It is a sound theory provided we do the things that are neces-e 
sary to produce a recoverye That leads back again to a currency which men can trust, 
without which there ‘can be no permanent recoverye This central keystone of govern- 
ment credit rests on the one side upon a budget properly related to revenue, and on 
the other upon @ currency that through confidence will stimlate recovery and bring 
in the needed revenuee If either one of these supports gives way, nothing short of 
a miracle can prevent serious inflation. 


Again speaking personally, I believe the President is aware of these fundamentals 
and of the necessity of developing confidence throughout the countrye In his 
inaugural address he said something profoundly true when he stated that the only 

thing we have to fear is fear itself. This principle applies with unusual force 

to the subject c. currency and’ the perils of inflations It is fear of an unstable 

currency and of dangerous inflation which has been holding back recovery these many 
_ weekse 


The President is in a difficult position because of the tremendous political 
pressure that is being exerted and will continue to be exerted upon hime Fortunately 
he is a master hand at politics and hence stands an excellent chance of winning out 
on fundamentals should there be a show-down with the political forces seeking drastic 
inflatione If that time mmes the influence of the millions of life insurance policy- 
holders should be a constructive force upholding his hands in favor of the sound 
policies that will lead to recoverye 


LIFE INSURANCE AND THE MORATORIUM* 
by 
Robert Riegel 
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NATURE OF THE MORATORIUM. 


Late in February and early in March, it will be recalled, 
there was a sprinkling of bank failures over various sections of 
the country, in some districts more serious than in others. In 
some states these failures had created an acute general financial 
situation and in many other had undermined confidence. The exec- 
utive committee of the National Convention of Insurance Commission- 
ers held a meeting in Chicago on March 3 to consider the effect of 
bank suspensions upon insurance companies. Two resolutions were 
offered; (1) that when moratoria were declared for financial insti- 
tutions life insurance companies should also be considered, und (2) 
that the commissioners should request u temporary moratorium on 
policy loans and surrender value payments. Neither was adopted and 
the committee adjourned without action. 


On March 4 all banks throughout the country suspended 
cash payments, and upon their return home the commissioners of the 
various states found that the cessation of banking functions was 
already operative. On March 6 the Superintendent of Insurance of 
New York called a mecting of life insurance executives and on the 
same evening the legislature passed an emergency bill giving the 
Superintendent of Insurance power to “suspend any provision of the 
insurance law" and to "make, rescind, alter and amend rules and. 
regulutions imposing any condition upon the conduct of the busi- 
ness....which may be necessary to maintein sound methods of in- 
surance and to sufegucrd the interests of policyholders, bene- 


ficigéries und the public gencrilly." 


i paper delivered before the samericun Associution of University 
Tet.chers of Insurance, Philizdelphia, Deccembcr 29, 19353. 

1 Reported in Undsrwriter, Murch 10, 1933. 

2 The full text of the lw wus reported in the E.stern Underwriter, 


Murch 10, 1933. 
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During the following weeks numerous_other states adopted 
laws essentially similar to the New York law. Restrictions upon 
the paynent of loan and surrender values were imposed by 32 states, 
either in the form of (1) laws giving dictatorial power to the 
Superintendent of Insurance or Governor, (2) laws enacting specific 
restrictions or (3) rules promulgated by insurance commissioners 
without specific legislative authority. In a number of states no 
action whatever was taken. 


On March 9 the Superintendent of Insurance of New York 
issued an order* prohibiting insurance companies from naying the 


cash surrender value or making any loan on pending or future ap- 
plications, with the following exceptions 


a. amounts to be applied to the puyment of premiums or 
obligations to the companies; 
An additional $100 on ordinury policies in any cuse 
of extreme need; 
Surrender values to any amount on industrial policies 
in cause of extreme need; 
Sums on deposit which become due without the-exercise of 
the withdrawal option. 


&s stuted above, muny stutes udopted substuntirlly the 
same rules. 


On Murch 16 New York «ulso prohibited the declurction of 
dividends to stockholders or_policyholders, except such as were 
declared prior to the order.” This regulation applied only to 
domestic companies, of which there were 19, and not to 33 outside 
companies doing business in the state. In one week this restric- 
tion was removed, an cxamination of the companies' conditions 
showing it to be unnecessary. Its two purpos¢es apparently were to 


3. The list of states has beon gathered from the Zastern Underwriter, 
March 24, 1933, and various issues of the New York Journal of 
Commerce. By April 7, 23 states had passcd emergency legisla- 
tion and 21 commissioners hed promulgated rulcs pursuant thercto. 
In addition rules were promulgated in 7 states without the pas- 
sage of enabling acts. Bills were pending at that date in 8 
additional states. (Proceedings, National Convention of Insur- 
ance Commissioners, April 7, 1933, p. 40). The stutes with 
bills passed or pending, or reguletions, on March 24 yere ila., 
Ark., Colo., Conn., Del., D.C., Fla., Ill., Ind., Iu., iun., 

Ie., Md., Muss., Mich., Minn., Mo., Mont., Neb., N.H., NeJ., 
Chio, Okle., Pu., R-I., Tenn., Tex., Uteh, Vt., Waush., Yisc. and 
to this list wus later udded Cul. The finsl result is stuted to 
huve been thut 19 stutes und the District of Columbi: «.dopted 

no restrictive meusures, (L. & Lincoln, "A Collequy on Life 
Insurunce", Associs.tion ef Life Insurince Presidents, Dec., 1935.) 

4. The full text of the rules were printed in the ™% stern Under- 
writer, 17, 19335. 

5. New York Journ:.1 of Commerce, M.rch 17, 
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avoid any suggestion of discrimination among persons, and to pre- 
vent companies from unnecessarily paying out money which might be 
needed for the emergency. It might be noted that this rule was 
not followed by other states, and was definitely repudiated in 
Connecticut, on the ground that this was a company matter as long 
as the corporaetion wés able to meet its obligations other than 
cash and surrender vélues. 


On March 17 in New York payments were permitted where 
cash was needed for payroll purposes, in cases where necessary to 
conform to rulings of other states and on applications made prior 
to March 10, where otherwise the applicant would suffer hardghip 
through inability to fulfill obligations made prior thereto. 


On April 3 in New York more liberal rules were adopted 
for loans und surrenders. Additional justifiuble purposes added 
to the list were tuxes, interest on mortgages, rent, medical ex- 

. penses, food, educetionul purposes, to furmers for usricultural 
purposes, and to uvoid penulties on unfulfilled commitments mide 


prior to this dute. 


On April 8 the National Convention of Insurance Con- 
missioners recommended a uniform regulation luw,’ which met the 
approval of 31 commissioners, and which was adopted by most of the 
commissioners who were regulating withdrawals. 


In addition to the exceptions in the New York rules it 
also permitted 


Yithdrawal of money to neet payments of principal on 

homestead mortgages 

2. Interest on sums on deposit with companies (other than 
reserves ) 

3. Deposits made subsequent to this order 

4. Monthly withdrawals of deposits for any purpose up to 5% 
of the policyholders credit, with a limit of $200 4 month 

5. Loans to the extent of premiums paid in subsequent to this 


order. 


Another provision was that "Where the emergency rules 
and regulations of the supervising uuthority or the luw of any 
other stute of the United States snhull require conditions or uction 
in conflict with the foregoin; rules and regulations of this De- 
partment, then, in that event, such rules and regulations of this 
Depurtment muy be modified to permit the compuny to comply in sood 
= wee the requirements of the supervising uuthority of such 
state. 


Most of the states thereupon modified thcir rulings to 
to the extent that the Nutionm.1 Convention of Insursnce Commission- 


6..The text wus printed in the T.stern Underwriter, Murch 24. 
7. For the text see N-tion:.1 Convention of Insur:nce Commissioncrs, 


Report of Meeting, pp. 45-47. 
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ers recommendations were more liberal than their own, keeping in 
force such provisions of their own as were more liberal than the 
National Convention recommendations. 


During the first tivo weeks of September many of the 
states removed 4ll restrictions upon loan and surrender value pay- 
ments. Since the repeals were not reported in the newspupers, it 
would require considerable correspondence to ascertain the exact 
dates of repeal. At the date of writing the restrictions were 
still in force in at least 9 states. 


JUSTIFICATION OF RUSTRICTIONS. 


This does not seem an appropriate place to discuss the 
legality of the restrictions. They were adopted in a time of 
emergency for the good of the sreatest number, and fall in the same 
Class with the suspension of bunk payments, refusal of the govern- 
ment to pay in gold and the confiscution of gold. 


The question of the justification on the grounds of 
necessity is one which can not be unswered becuuse no one Knows 
whut would huve huppened if no ection hud been tuken. From figures 
I obteined from six compunics it appears th.t surrender vulués puid 
and new loans made in February, 1933, were about double those of 
March, 1929. The combined figures further sho..ed that companies 
found it desirable, either from necessity or policy, to reduce the 
moneys going into investment channels by something like 80 percent. 
Admittedly the sample is inadequate and may not be representative. 


HANDICAPS OF STATE CONTROL. 


The situation was another revelation of the difficulties 
inherent in the reguletion of insurance by 49 individuul stutes, the 
handicaps in this instance being (1) slowness of action, and (2) 
diversity of regulation. 


Thereas New York Stute acted on Murch 6, it wus not until 
weeks luter that laws and rules vere pussed in other stutes. In 
one stute on the Pucific coust cction wis deferred until April 6, 
und in Ifissouri the bill wis still under discussion tivo weeks ufter 
the New York .ction und "was expected to p..ss within 10 duys", 
according to newspi:per reports. In some states no action was teken. 


There was no uniformity in those states which did pass 
‘regulatory legisletion and rulss. In some states power was con-. 
ferred on the Superintendent of Insurance and in other states on 
the Governor or a board comprising company representatives and the 

superintendent. New Yorl: prohibited dividend payments while 
Connecticut refused to prohibit them. A delay until March 19 by 
Nebraska creuted the emusing situation thut in the interim the 
Nebraske law required the payment of policy louns while companies 
which did so were technicully violuting the prohibition of other 
states which had restricted policy louns. Some states permitted 
limited withdruwuls for extreme need ishile othersdid not, und 
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those which did had varying limits. Some states did not act at all, 
and consequently a policyholder on one side of an imaginary line 
could obtain 100% of his loan and withdrawal value, while on the 
other side of the line a4 person could obtain only a linited amount 
by showing that an emergency existed. The anomalous situation 
which existed is amply demonstrated by the "reciprocity provision" 
in the National Convention recommendations, which I have previous- 
ly quoted. 


PROPOSED REMEDIES. 


It has long been recognized that the promise to pay sur- 
render and loan values upon demand is a source of potential en- 
barrassment, but the recent moratorium period showed that the dan- 
ger was not us remote as supposed. “veryone knew that the promise 
to puy surrender und loun vélues on demund constituted « benking 
business, but did not fully uppreci.ute the extent to which life 
insurunce compunies would be used cs buns. 


There are proposed two groups of solutions to this diffi- 
culty. One is to continue to grant surrender and loan values on 
demand and have companies invest in more liquid assets to meet 
possible demands which may erise. There are at least two objec- 
tions to this solution. One is that the more liquid investments 
will yield lower returns and thus increase the cost of life in- 
surance to the policyholder. The other is that it has been dis- 
covered that no so-G@elled "liquid asset" is liquid at all tines. 


The other set of solutions is. to permit investment 
policy to continue as heretofore and restrict louns and surrenders 
in some way. These proposed restrictions take one or unother of 


the following forms. 


1. That no policy loans or surrender values shall be 
given in cash, but only in the form of credits or insurunce. The 
policyholder may use loans to pey premiums, und surrender values 
to purchase puid-up or extended insurunce, only. 


2. Thut such velues shill be paid in cush to the extent 
of only 50 percent of the «mount to the policyhelder's credit. 


3. That the payment of lean and surrender vélues shall be 
spread out evenly >-ver a year, not more thun 1/12th the amount te 
the policyholder's credit being paid in one month. 


4. That loun and surrender vulues shull be uvuiluble 
only on the anniversary dates >f the policy. Demands therefore 
could not be c-ncentrated in any ne week or month. 


5. Thuit companies shall be permitted to defer payment 
vf lewn und surrender velues for a limited peri. d, suy 60 =r 90 
duys. 


I de net propose t: discuss these p»:ssibilities, be- 
cuuse I huve ulreudy encrouched too much up »n Mr. Laird's sub- 
ject, but it wus necessury for me t: menti:n them, becuuse I wish 
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to make an alternative proposal. Illy proposal, unlike the above 

suggestions, will preserve in ordinsry times the policyholder's 

privileges as they are now, but in tine of emergency will act &s 
an automatic brake upon demands for loan and surrender values. 

I call it the “automatic excess receipts restriction." 


AUTOMATIC EXCESS RECEIPTS RESTRICTION. 


The figures which I have previously cited on loans and 
surrenders, and investments made, furnish a good illustration 
of what I believe to be the result of sudden emergency .demands 
upon life insurance funds. Companies take receipts which ordin- 
arily would be invested in long-term investments and use them to 
pay surrenders and loans. 


Fortunately life insurunce companies have an excess of 
receipts over disbursements, and thereby uvoid the necessity of 
having to sell assets at a sucrifice, in order to pay loun and 
surrender values. The needed funds are supplied by moneys which 
would have gone into investments had not the pressing demunds of 
surrenders und louns usserted « prior cluiin thereon. Thus in 
1931, 49 compunies operating in New York state had an excess of 
receipts over disbursements other than investments of 18 percent, 
even after dividends to stockholders and policyholders. From 
1928 to 1931, in no one year did the excess of receipts over dis- 
bursements amount to less than 18 percent of disbursements This 
is because life insurance companies are continually exchanging. 
future liabilities for present cash income. 


The idea has been propagated that the most rundamental 
factors in the financial security of life insurance companies are 
skillful investment, diversificution of investments, excess inter- 
est earnings and low ratio of actual to tubular mortulity. Un- 
doubtedly these ure contributing factors, especiully in normal 
tines; but in tine of emergency such is the recent past, when 
mortality savings supply no immediate cash, when interest earn- 
ings are falling rather than rising, when investments are de- 
preciating, however diversified, and when the utmost investment 
skill cannot avoid depreciating assets, these excess receipts sup- 
ply cash for the emergency. 


The restriction which I propose, therefore, is this, that 


"a life insurance company shall be pernitted to pay loans 
and surrender values in cash in any one week not exceed- 

ing the averuge weel:ly excess of receipts over disburse- 
ments (other than investments) for the four preceding weeks." 


I do not insist upon the cxuctitude of the ruls as stated. It is 
immeterial as fur us the principle is concerned whether the excess 
receipts be the excess for one week, one day or one month. for 
this reason I deem it unnecessary to discuss how many days" ex- 
cess receipts would be necessary to cover a reasonable amount of 
loan and surrender values. 
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This restriction appears to have the following ad- 


vantages. 


(1) It permits the. phtistdien by the policyholder of all his 
privileges in normal times. 


(2) In abnormal times it begins to operate without special 
legislative enactment. 


(3) Its restrictive pressure is applied gradually if the 
emerg;ency develops gradually, rapidly if the emergency develops 
rapidly. 


(4) Its restrictions are relexed automatically in accordance 
with the relaxation of the emergency. 


(5) It does not require companies to alter their present 
dividend policies. 
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"OULD FEDERAL CONTROL OF LITE INSURANCE MEAN IMPROVEMENT?” 


by 
Frank Ge Dickinson, Asste Profe of Economics 
University of Illinois 


The long and interesting history of federal vse state supervision of insurance 
cempanies need not be considered at this time because the Supreme Court hag, i de 
emphatically and repeatedly ruled that insurance is not an instrumentality\! O.4 
interstate commerce and therefore not subject to the authority of the Congress of 
the United Statese Attempts to invoke the taxation and police powers delegated to 
Congress by the Constitution have net with the same rebuff by the Supreme Courte 


The recent extension of federal power in the National Industry Recovery Act 
and in the associated regulatory legislation has awakened again the lingering hopes 
of many students of insurance that the day may soon dawn when federal supervision of 
insurance companies will begine These hopes may be blighted again by the Supreme 
Court's refusal to uphold these rocent acts in so far as they relate to the control 
and regulation of intra-state commorcee The likelihood that articles and products 
may eventually or often cross state boundary lines makes the probability of a favor- 
able court interpretation of the Recovery Acts much greater than similar approval 
of federal insurance laws on the ground that an insurance policy sent from one state 
to another is an instrumentality of (interstate) commercee At the present time it 
would seem that federal regulation of insurance companies can be effectuated only 
through an amendment to the constitution or by some unpredictable changes in the 
‘court's definition of the scope of the taxation and police powers of the Comresse 

Let us assume that at sore future time such powers can be exercised by the 
federal governmente Would feceral control of insurance companies mean improvement? 

In attempting to answer this question I shall assume that federal supervision 
would affect only those insurance transactions between persons in one state and an 
insurance company located in another state; each state would retain exclusive control 
over all transactions between its citizens and companies domiciled within its borderse 
Some may disagree with my assumption because of the very small measure of authority 
which the decisions of the Supreme Court have left to states in the control of the 
agencies of transportation and communication within the statese Few would question 
that dual control would mark the beginning of such a periode 


In addition to the absence of uniformity in the legal requirements of the 
several states federal control would add another discordant notee Policy forms, for 
example, would be issued only after approval by the federal official; he might dis- 
agree with the combined rulings of the several state insurance commissioners; if he 
Would always acquiese in the recommendations of the National Convention of Insurance 
Commissioners then federal control would be a mythe This dual system of control 
would, therefore, not make for uniformity unless the supervisory officials of the 
several states would bow to wishes of the federal commissioner, or vice versae 


(1) Paul ve Virginia (8 Wall 168); New york Life Insurance Coe ve Cravens (178 ‘UeSe 
389); Mitting ve Massachusetts (183 UeSe “553)e A recent ¢ and scholarly paper 
reviewing the legal history of the question was read before the 28th Annual 
Meeting of the American Life Convention, Chicago, Illinois, by Ue Se Brandt, 
President of the Ohio State Life Insurance Companye 


Of even greater import to the welfare of the millions of policy-holders 
throughout the nation is the probable character of such federal legislation. The 
student of insurance history has a great respect for the heroic efforts of the 
legislatures of New York and the New England States to so legislate that companies 
insuring lives and property would conduct their business upon such a safe and sound 
basis that all claims would be paide For one who resides in a state where insurance 
company failures have been all too numerous of late, the splendid legislation and 
rigid supervision of these older states seems like a golden heritage which should be 
preserved at all costse The federal government would initiate its regulatory 
activities without benefit of this traditional point of view established through a 
century of trial and errore It ‘vould be unreasonable to expect the Congress of the 
United States to become “insurance minded" in a single sessione 


The excellent congressional record in banking legislation as represented 
in the National Bank acts and the Federal Reserve Act does not necessarily indicate 
&@ similar superiority in the consideration of insurance problems; the function of 
banking in our country has been closely associated with the power to coin money and 
issue currency; the power to control hoth should be largely invested in the same 
handse 


The insurance policy is not a contract to pay money upon demand but upon the 
occurrence of a certain haruful evente In the life branch this policy is a long 
time unilateral contract, that is, it establishes, a long tiwe debtor-creditor 
relationshipe The members of Congress who represent the debtor states of the West 
and South will be sorely tempted to pass laws which will "favor" their constituents 
even at the expense of the insurance coupanies and its policyholderse Although 
insurance companies can never entirely escape the effects of state legislation 
designed to ease the burden of the debtor at the expense of the creditor, they 
probably would be better regulated by a legislative body elected by the people of 
& predominantly creditor state than by a sarger assembly whose members represent 
both debtor and creditor sectionse 


Uniformity is not entirely desirablee The prospective policyholder can 
choose to buy his protection from a company domiciled in a state with high or low 
Standards of regulatione His selection, favoring the state with higher standards, 
is a very constructive force in improving the insurance laws of his own and other 
statese Uniform legislation :my be uniformly good or uniformly bade For one state 
to pass unwise legislation is enough of an evil; but a similar act effective throu <h- 
out the entire nation would be tragice If the several states retain their existing 
regulatory powers we can confidently expect that new practices and methods will not 
be adopted until they have been proven successful in other statese 


Much of the demand for uniformity has been met through the fine work of the 
National Convention of Insurance Couissioners, especially in recent yearse Those 
who would minimize their efforts should remember the progress that has been made 
towards uniform policy forums, the Convention Blank, Commissioners Values, less 
duplication of company examinations, etce 


Would federal supervision result in lower taxes, greater efficiency and a 
lessening of political influence? Rarely in American experience have we found a 
governmental plan for the supervision of an industry unaccompanied by new taxese 
The federal government might be in a position to employ better trained insurance men 
than our state departments, but vhe chief of ficer would still be an appointee of 
the party in powere Possibly the general tenor of his rulings would be less 
influenced by political considerations. 


Whatever advantages may result from transferring a portion of the regulatory 
functions from the capitals of the various states to Washington, they mst apparently 
be sufficiently important edvantages to justify another amenduent to the constitution 
with ratification by thir ty-six statese At the present time such a step seems very 
remotee As long as the states have power to pass such laws as ‘Jorkmens' Compensation 
Acts, and Automobile Liability Acts, it is not likely that they will voluntarily 
relinouish their right to control the institutions which insure against the 
liabilities established in such acts, the authority which imposes such obligations 
upon citizens is the logical agency for supervising the operations of the insurers 
‘of the risks thereby createde 


These are exceptionally difficult times for all financial institutions of 
which group the insurance company is an outstanding membere We are not out of the 
Valley of Depression by a long way; there are many streams yet to crosse It is an 
especially inopportune time to complicate matters by developing a dual system of 
federal and state controle It is worse than ‘changing horses in the middle of the 
stream's; it would be like trying to ride two horsese 
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IS A CHANGE IN INVESTMENT POLICY OF LIFE INSURANCE COMPANIES 
TOWARDS GREATER LIQUIDITY DESIRABLE? 


by 


He Je Loman, Professor cf Insurance 
Wharton School of Finance and Commerce 
University of Pennsylvania 


The failures of life insurance companies during the last two years have led to 
mich discussion centering around the need for greater liquidity in their investments. 
Such a change means higher ratios of cash and government securities to total assetse 
This will result in a lowered vield on invested funds and in turn a higher average 
cost of insurance to the policyholdere Those who support this view claim that the 
end justifies the means because life insurance constitutes one of the principal ways 
of saving for the average citizen and since it has been sold to him for the purpose 
of meeting emergencies, the cash valve of his policies shovld be readily available 
whenever he needs financial assistancee In other words, cash valve and loan 
privileges constitute a right which the companies should*be prevared to meet at any 
time without suffering financial embarrassuente The most extreme pesition assumes 
that all the policyholders should be able to get their cash any tive they want it. 
This is so impractical that it deserves little comiente Cash and governunent 
securities are the only forms in which the assets could be carried to meet this 


situatione 


Those who believe in this greater liquidity apparently are not satisfied that 
life insurance companies have contributed as they should to the solution of the 
financial problems of the current depressione Let us see if this is true of life 
insurance in general or whether the conclusions have been based upon untypical casese 
Some indication of this may be obtained by a brief review of the disbursements of 
life insurance companies during the depression periode In the last four years they 
have paid policyholders $7,357,000,000 and benéficiaries $3,684,000,000, making a 
total distribution of $11,041,000,0°0.4 These ficures should be sufficiently 
reassuring to convince even the most skepticale However, they are of small comfort 
to one who has suffered on account of an insurance company receivershipe It is 
urged that the same lack of liquidity which wrecked these companies can ruin any of 
theme If the failed companies are typical of those which survived then it is 
reasonable to assume that the ill-fortune which befell them wes a mere matter of 
chance and the lurking danger of ill-liquidity is apt to ruin any of theme In an 
effort to ascertain the truth of this statement, I have made a study of the four 
outstanding failures of 1933 which in the aggregate involve over 90 per cent of the 
combined assets of all the companies which failed this yeare For purposes of compar- 
ison the year 1927 is used as the base and the companies are referred to as "A", "3B", 


Let us first examine those iteius which are likely to result in unusual cash 
demands on @ compunye Those in wiich extreme increases may occur are: death claius, 
surrender values and policy loanse Jith reference to the first, namely death claius, 
none of the four companies we are analyzing has experienced an unduly large increase 
in recent years and therefore this source is absolved from responsibility for causing 


unexpected troublee 


‘Ye come next to an examination of furrender valves as a cause d@ the difficulties 
Instead of the usual measure of policy surrenders, that is, the ratio of lapses and 
Surrenders to mean policies in force, I have used the ratio of collars of surrender 


le Statement by Fred Ae Howland, President of the National Life Insurance Company 
of Vermont before the Association of Life Insurance Presidents on December 7, 19336 


values'to dollars of admitted assets because of its greater siznificance to 

liquiditye Without exception in any year, for every one of the four companies, these 
surrender value ratios were greater than the average for all United States companies. 
It should be emphasized that this was not peculiar to the depression period as is 
evidenced by the fact that oven in 1927 every one of these companies had a surrender 
value ratio at least fifty per cont greater than the United States averagee Although 
the rate of increese in the surrender value ratio from 1927 to 1932 in none of the 
failed companies equalled that for the combined figure of all United States companies, 
the absolute demand for cash was more serious because of the very high absolute per- 
centage of surrender values cemandede 


Policy loans account for a large part of the cash deimnds of the last few 

years and here too we find that the four failed companies were subjected to a severe 
' Strain; the ratio of policy loans to admitted assets being 16033, 21¢05, 16640 and 

16059 in 1927 and 250657, 30059, 26261 and 25225 in 1932 for companies "A", "B", 

"c’ and "D" resvectivelye This is in sharp contrast to the average ratios of the‘ 

companies belonging to the Association of Life Insurance Presidents which had 12«l 
'in 1927 and 1564 in 1932 as their ratiose Again it shovld be noted that, with one 

exception, the ratios were at least fifty per cent greater for the failed companies 

even in 1927 and in only one comany did the rate of increase in the ratios exceed 

that of the United States average and tien by a simall percentage onlye 


Since these four companies normally had very high ratios for surrender values 
and policy loans presumably they should have maintained greater liquidity than the 
average company or have been prepared otherwise to meet such condcitionse 


On the supply side the principal items which could provide the desired cash 
either directly or by disposal of assets are: premium incoiwe, securities, ma tgage 
loans and real estatee “Je way now inquire into the extent to which these items have 
been able to meet the cash demands just portrayede 


Without doubt preudum income has been the principal source of funds used by the 
various companies to weet their cash demandse Two of the four companies hed their 
peak year for premium income in 1931 and the remaining two were under their maximums 
Only by small amounts in that yeare The premium incowe of all four companies 
declined in 1932 to an extent somewhat greater than the average for all United States 
companies, but since only one of the four companies showed a decline in excess of one 
Million dollars this must be considered a minor cause of their inability to meet the 
cash requirementse jioreover the proximate cause of the decline which did occur in 
prentium incoze in these four commanies is no doubt traceable to conditions which aro 
explained in a later prtion of this papere 


Other than cash which is usvally a small item relativdy, securities constitute 
the most liquid.form of assete In this latter category companies "A", "B", “C" and 
"Dp" had 27673, 14698, 5e78 and 6655 of their assets. in 192. At the sane time the 
&veraze for the member companies of the Association of Life Insurance Presidents was 
37.8. The figures of the four failed companies were increased considerably in 1929 
and in 1930 stood at 32623, 27.15, 11627 and 16.96 per ceite In 1932 they were 
230845 24629, 15669 and 12673 per cente The Association of Life Insurance President's 
Average was 36.8 per cent the same yeare This difference speaks for itseli. 

Two more important items ust be examineds mortgage loans and real estates 
The mortgage loans of companies "A", "BR", "C* and "D" were 40092, 45655, 49.42 and 
48.84 per cent in 1927-¢ These figures are not so far above the average for the 
wembers of the Association of Life Insurance Presidents which was 43.1 por cent in 
1927. In 1932, when the Association figure had declined to 2603 per cont, companies 
"A", "BY, "C" and "D" had declined to 27046, 23040, 31,98 and 35,74 per cente Note 
that every one of the figures of the failed companies is relatively greater than the 
Association average in 1927 and less than this average in 1932e On the surface it 
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Would appear that the mortgage loans of these four companies were more liquid than 
those of the average’ companye This idea vanishes when one examines the change in the 
real estate holdingse In companies "A", "B", "C" and "D" the realestate changes 
from 2287, 6014, 11e7 and 18658 in 1927 to 17.74, 15e71, 20250 and 19.41 per cent in 
1932e At the same time the item of real estate for the average company increased 
from 1.9 per cent to 4 per cente Apparently a large portion of the reduction in 
mortgage loans has been due to real estate passing into the hands of the companies 
by foreclosure or othervisee This combined with the unusually large percentaces of 
real estate to total assets as early as 1927 explains to a large extent the reason 
for these four companies beinz unable to stand the stress of the depressione 


At the same time the average company has been able to mest the situatione There- 
fore the conclusion points not so much to the need for a change in the general ine 
vestment policy toward greater liquicity of life insurance companies but rather 
toward condenmmation of the imnageuent of those companies that dared to deviate so 
mich from the average, especially when their surrender value and policy loan demands 
were greater in normal tiuwes than the average companye 
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TABLE SHOWING THE PERCENTAGES RSLATIONSHIP OF VARIOUS ASSET ITEMS TO THE ADILITTED 


ASSETS OF EACH OF FOUR FAILED LIFE INSURANCE COMPANIES AND THE AVERAGE FOR THE 
MEMBERS OF THE ASSOCIATION OF LIFE INSURANCE PRESIDENTS 


Company “A" 
Company “B" 
Company “c* 
Company “D"* 
Assne of Life Inse 


Company “A” 
Company "3" 
Company "C" 
Company “D" 
Assne of Life Inse 


Company “A“ 
Mortgage Company "3" 
Loans Company “C" 
Company “D* 
Assne of Life Inse Prese 


Company “A“ 12062 14922 
Company 12274 1281 
Company 10246 1136 
Company "D" 21255 19933 
Assne of Life Inse 204 


: 1927 1929 1930 1931 1932 
16.33 16433 17-89 21219 25057 
Policy 21.05 22045 24275 27671 30259 
.Loans 1840 1936 21238 23279 26-61 
18459 18450 20210 22045 25025 
Prese 12el 1223 1426 16240 18.4 
27473 31239 32623 29472 23484 
Stocks 14.98 26219 27015 25021 24029 
and a 5e78 96 11.27 16.72 15.69 
Bonds 665 15.28 16-96 14286 13-73 
Prese 3708 37e2 3705 2628 
40292 34.85 31-01 29015 27.45 
45.55 30245 27298 25469 23440 
49 442 42469 39el1l 35248 31.298 
48,84 37206 37921 36299 35.74 
43el 426 3603 
j 
14.70 17¢74 
Estate 18025 2 250 
18.58 19-41 
28 4,0 


A paper on 
Should Surrender and Loan Values be Restricted? 


Delivered by 


John M. Laird, Vice President 
Connecticut General Life Insurance Company 


Development 

In the primitive days of life insurance, the policyholder 
agreed to pay premiums and the company in return promised to pay 
the face amount of the policy at death er maturity. If the pol- 
icyholder failed to pay his premium, the contract simply lapsed 
and the company paid nothing. 

Soon, however, it was recognized that this worked an un- 
warranted hardship on the man who dropped out after he had built 
up a substantial equity. For over half a century, it has there- 
fore been customary to allow a surrender value in the form of. 
cash or further insurance. 

This cash value should, in general, be less than the "re- 
serve" which is the amount set aside in the early years to take 
care of the increasing rate of mortality in later life. This 


reserve is high, first, because it is based on conservative as- 


sumptions in regard to future interest and mortality; and second, 


because on the most common standard it makes no allowance for 
the fact that a large share of the total expense is paid in the 


first year. 


For instance, on a given policy, after accumulating its 
premiums at interest but deducting its share of current Stathi 
claims and expense, the net amount on hand may be $75 but the 
reserve $100. The extra $25 must be derived from other company 
funds. 

Although various state laws now require cash and loan 
values, they practically all permit the company to compute the 
amount by deducting from the reserve a "surrender charge" of 
not more than $25 on cach $1,000 policy. The expression "sur- 
render charge" is, however, unfortunate and even misleading as 
it suggests a penalty imposed on the departing policyholder 
whereas it should be considered an “adjustment factor" to deter- 
mine his proper share of the reserve set aside from his net ac- 
cumulations and other sources. 

At first the cash value was paid only after at least five 
years and the amount was always much less than the reserve. 
Gradually, however, the practice was liberalized until it became 
customary to allow some cash after two or three years and to pay 
the full reserve after, say, ten years. The surrender values 
were throughout higher than required by law, and generally 
greater than justified by reasonable accounting. 


This was a natural development of the prosperous era in 


which each company tried to find some way to make its contract 


appear more liberal than that of its competiters. The high 
values looked attractive and it was felt that few policies would 


actually be surrendered. 


The prolonged depression naturally caused an abnormal in- 
crease in requests for cash values and policy loans. A few need- 
lessly sacrificed their protection in a momentary panic but many 
unfortunates were obliged to use this backlog of safety to meet 
pressing needs. As long as the banking system functioned, life 
insurance freely poured out its funds to meet these emergency 
calls, but many leaders began to realize that the values promised 
during the boom decade were too high. 

The Moratorium 

When the financial crisis forced a nation-wide bank holi- 
day beginning March 6, 1933, the companies could no longer use 
their large bank balances; they could not even secure cash for 
Government bonds. At the same time, the shutdown of all banks 
immediately caused a further increase in requests for policy 
loans and cash values. 

In this emergency the insurance commissioners, state of- 
ficials sworn to safeguard both policyholder and company, took 
rapid and concerted action to maintain the national financial 
structure and to protect the interests of the great body of con- 
servative policyholders from those who, in response to the gen- 
eral feeling of panic throughout the country, wanted to cash in 


their contracts at any cost! 


Armed with special legislation, the commissioners issued 


an edict which temporarily curtailed the payment of full cash 
. and loan values but permitted specified disbursements in case of 


extreme need, 


q I 


Policyholders who knew that for over three years it had 
been difficult to borrow from banks were not surprised to find 
emergency restrictions on policy loans. They accepted the new 
order philosophically and maintained their faith in life insur- 
ance. 

Money and credit do not yet flow freely throughout the 
nation, but as soon as conditions improved even slightly the 
regulations were gradually liberalized and in six months were, 
with a few exceptions, entirely removed. 

Even during this brief moratorium on cash withdrawals, 
the companies paid all death and disability claims, endowments 


and annuities promptly and in full. 


Present Trend 

Will the recent crisis lead to a modification of the cash 
and loan privilece? 

So far as old policies are concerned, the answer is "No¥. 
The values are clearly set forth in the contract and the compa- 
nies will, as a matter of course, pay the full amount on demand. 

On new insurance, however, the trend is towards somewhat 
lower surrender and loan values. Several companies have already 
made the reduction and others will soon take similar action. If 
you buy a new policy tomorrow or a few months hence, the vash 
and loan values may average 10% less than under a similar con- 
tract issued before the change. 

Even before the depression, this slight modification was 
fully justified but the recent experience has accelerated the | 
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movement. Although the law properly permits a deduction from the 


reserve in case of surrencer at any time, the recent changes have 
been largely confined to values in the first ten years. It is 
probable that even on new business many companies will continue 
to pay the full reserve after fifteen or twenty years. 


Such changes as have been made or are now in sight merely 


tenc to protect the body of policyholders from loss on surrenders 


and therefore improve the position of those who persist. They 


restore a better balance between these savings bank features and 


the primary benefits payable after death or maturity. 
Policy Loans 


For years the policy loan has been a bone of contention. 


Undoubtedly the privilege has been abused in periods of prosperity 


as well as depression. It is too easy to borrow and too hard to 


repay. A small loan is followed by a larger one and the maximum 
loan leads to surrender of the insurance. On the other hand, a 
policy loan has frequently saved the situation when a distressed 


policyholder had no other recourse. 


Impressed by the abnormal increase in loans curing the 


depression, some feel that the privilege shoul. be drastically 


curtailed, but that would require a change in state laws and is 


not seriously advocated by any representative group of companies. 


Insurance leaders will simply try to regulate loans by 


education. They will continue to urge policyholders to borrow 


only as a last resort and to make definite arrangements to repay 


in one sum or installments. 
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The Right to Postpone 

Most policies now in force contain a provision, similar 
to that of savings banks, that the company may defer the pay- 
ment of cash or loan values for a definite period varying from 
sixty days to six months but usually set at ninety days. 

This safeguard, permitted by all states and required by 
at least three since long before the depression, has been in- 
corporated in many oontracte for over twenty years, but has 
never been exercised except in so far as it supported the emer— 
gency ruling of the commissioners during the moratorium this 
year. 

: Many states specifically permit six months but cannot 


get the full benefit of this provision because others limit the 


period to ninety days. Every effort should be made to get uni- 
form legislation permitting six months but requiring at least 
ninety days. 

In the meantime, every new policy should contain the 
maximum period permitted in every state, namely, ninety days. 

This contractual right to defer certain payments is still 
‘untried and probably will not be invoked in this generation. In 
some future crisis, however, it may act as an emergency brake 
against sudden and unreasonable demands for cash which, if unre~ 


strained, might force the company to sacrifice good assets in a 


4 poor market. If it is ever used, it will benefit the solid 


policyholder, who keeps his feet on the ground. 


The Outlook 

These four years of financial readjustment have naturally 

had an effect on life insurance. The trend is towards somewhat 

lower surrender and loan values and a more general inclusion of 


the postponement clause, within the limits permitted by laws 


enacted years before the great depression. These changes were 


indicated even before the recent experience anc merely strengthen 
the position of the persistent policyholder. 

The greatest safeguard, however, lies in the inherent 
strength of life insurance itself. After four years of world- 
wide depression it is the outstanding American financial insti- 


tution. 


THE ATTITUDE OF COMPANIES IN ACCEPTING 


by 
EDISON L. BOWERS 
The Ohio State University 


The American public has never been annuity conscious. The income idea 
which has penetrated British thought, has, until recently, found expression in 
this country only in income insurance policies and settlement options. As late 
as 1922 annuity premiums constituted less than one per cent of the total premiums 
received by United States legal reserve companies and Canadian companies operat- 
ing in the United States; insurance policies accounted for the remaining more 


than 99 per cent. 


In the decade ending with 1932, annuity business increased to the point 
where it accounted for 5.7 per cent of the total premium income. The annuity in- 
come varied considerably from company to company, ranging from nothing to over 
20 per cent of total premium income, the business as a whole being fairly equally 
distributed between large and small contracts. Total annuity income in 1952 for 
3®@ of the larger companies, holding about 70 per cent of the total assets of 
United States legal reserve companies and Canadian companies operating in the 
United States, amounted to 7.8 per cent of total premium income, of which 27.7 
per cent was for single premium immediate annuities, 12.8 per cent for single 
premium deferred annuities, and 59.5 per cent for multiple premium deferred annu- 
ities. The same companies received 1.7 per cent of their total 1932 premium in- 
come from single-premium life insurance policies, making a total of 9.5 per cent 
for both types of contracts. The corresponding figure for 1933 will probably be 


not far from 12 per cent. 


There are a number of reasons for this shift to annuities and single- 
premium contracts. The one most frequently advanced is the effort of people to 
find a safe investment, as free from taxes as possible. This desire for securi- 
ty seems to be borne out by what appears to be a close correlation between bank 
failures and the purchase of single-premium contracts, both as to time and to 

territory. Following the bank holiday, there were many voluntary applications 

for single premium and annuity contracts. 


The increase in annuity sales is attributed by some insurance execu- 
tives to a growing desire for old-age security which has been greatly accentu- 
ated by the depression. Obviously, investment safety and old-age security are 


Closely related. 


RGE AMOUNTS OF SINGLE PREMIUM AND AN VUNIRAY Le 


Some of the companics have promoted the sale of annuities, but with 
several motives in view. A very few sought to strengthen their cash position. 
Others hoped to augment their agents' declining incomes. Most of the companies, 
however, were desirous of maintaining their volume of business and of getting 
their share of a growing line of business. An historical study of annuities will 
indicate that a few companies began the sale of annuities a number of years ago, 
and as the public gradually responded to this appeal and as conditions changed to 
make that appeal more effective, the agents of many companies began to demand 
from their home offices a line of comparable contracts. That the depression mere- 
ly: continued a movement well under way may be seen from the fact that annuity 
premium income in the five year period ending with 1927, increased, both absolute- 
ly and relatively to life insurance premiums, more than twice as rapidly as in the 
five year period ending with 1932. The 1933 figures, however, swelled by last- 
minute rushes of applications to avoid premium advances, show at least a temporary 
increase in the upward trend of annuity sales. 


While there is no doubt that the increased sales of annuities and single- 
premium contracts have the effect of strengthening the present cash position of 

the companies, hold up the volume of business and provide commissions for agents, 
there is some difference of opinion about the long-run value and possible effects 
of this type of business. A few of the large companivs have only recently begun 

to write annuities, while many small ones have never written any. Still other 
companies write such a small amount as to be unconcerned with possible future devel- 
opments. The interest of the remaining companies centers about two general ques- 
tions: (1) Are premiums adequate? (2) How may the cash position of the companies 

be affected in the future? 


Adequacy of premiums depends principally upon the longevity of annuitants, 
the assumed rate of interest, the character of investments, both now and in the 
future, and expenses. Within the last several mcnths practically every company has 
raised its annuity premiums or has reduced the annuity income from the same amount 
of premium. This was accomplished by 4 shift to a lower interest basis and by tak- 
ing @ more conservative estimate of expected mortality. 


Some actuaries belicve that the new premium rates are still too low, at 
least too low to give the comfortable margin of safety which actuaries desire. Al- 
though annuitants are self-selected and insured persons are company-selected, it 

is likely that an increased longevity of annuitants will be accompanied by an in- 
creased longevity of insurance policy holders. While insurance actuaries are prac- 
tically all agreed that each type of contract should pay its own way, the possibil- 
ity of offsetting losses in one branch of business with gains from another insures 
the solvency of the companies, which, in the long run, should be of more importance 
to every one concerned than a small loss in dividends or an increase in premiums. 
Even if insurance policy holders should lose by this hedging device, ther is al- 
Ways the possibility that annuitants may return the compliment. 


No one can foretell the rate of interest that can be earned on life 
insurance investments in the future, nor can any one be certain as to what types 
of investments will be available. Just how hizh a rate any company can success- 
fully guarantee upon any type of contract depends not only upon its current income 
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but upon the types of investments it must make in the future. For the last three 
years insurance companies have been investing about two and a half billion dollars 
annually, the larger part of which was re+investment. With little private, and 
with a growing amount of government financing, the companies may have to depend 
more and more upon the latter, which means a comparatively low rate of return. 
Even if the government should withdraw from its present activities, the uncertain- 
ty prevailing in business for some time would probably serve to hold down the is- 
sue of new securities, as the Securities Act is doing at the present time. Since 
most annuities are non-participating, there is little chance to retrench by divi- 
dend cutting. Annuities are long-term contracts, however, and low yields in one 
period may be offset in another. The same general forces which hold down the re- 
turns on other investments, principally mortgage loans, are responsible for an in- 
crease in policy loans which yield a relatively high return. 


With respect to the future cash position of the companies, there is still 
too little experience to determine whether demands for loans and surrenders on an- 
nuities and single-premium policies are heavier or lighter than similar demands up- 
on multiple premium insurance policies. Nearly 28 per cent of the annuities at 
present are free from cash withdrawals, unless they are of the refund type, because 
they are immediate annuities. Over 59 per cent more will not develop large cash 
values for some time because they are of the annual or multiple premium type. With- 
in this category fall most of the group annuities upon which play certain forces 
tending to increase cash demands and others to prevent them. In time, all deferred 
annuities, if the cash values are left intact, will come payable on a monthly basis, 
and then there can be no demands for cash values. 


Some insurance executives believe that people who have a margin for in- 
vestment during the depression, or who are genuinely interested in old age securi- 
ty, instead of withdrawing their funds when the next depression comes, may again 
be looking for a safe place for investment and will pay into the companies more 
than they will withdraw. In other words, they will most likely demand their funds 
when they can invest them safely and profitably elsewhere. When that time comes, 
it is argued, economic conditions will be improved and the companies will not be 
embarrassed by requests for cash withdrawals. On the other hand, it is held,people 
are most likely to withdraw their funds when business is most depressed, either be- 
cause of the urgent need for cash or because of the opportunity to buy property or 
stocks on a low market. The fact that over 18 per cent of the companies’ assets 
'were in policy loans and premium notes at the beginning of 1933, and that more 
would have been had it not been for government restrictions, lends at least indi- 
rect support to this view. In any event, the annuity business of most companies 
is still so small in relation to total business that the problem is not-an immedi- 
ately important one. The companies have been reducing cash values slightly and 
' have been placing certain restrictions on amounts withdrawable in any one year. 
Since the true function of an annuity is to provide a safe and certain income for 
old age, there is no reascn why these restrictions should not be extended, particu- 


larly on the larger contracts. 


But even though cash withdrawals probably will not prove to be embarrass- 
ing, at least for the stronger companies, it must not be forgotten that an annuity 
is a device to liquidate an estate, and requires an added margin of liquidity for 
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“the company responsible for making the payments, a fact which usually is at vari- 
ance with a fairly high rate of return. When annuities now being sold start in 
earnest, the companies will have to be prepared to pay out a steady stream of cash 
and only then can the significance of the problem be judged. The dangers of cur- 

/rency manipulation in the next fifty years are of far greater import than what the 
life insurance companies may or may not do. 


The realization of these possible problems of the future is causing some 
of the companies to urge upon their agents the desirability of preserving a proper 
balance between insurance and annuities. Realizing that today's selling appeal is 

in annuities and other investment contracts, the agent is advised to sell them 
where they are really needed, but to switch the prospect to life insurance where 
protection is essential. Commissions are being cut and single premium contracts, 
particularly, are being discouraged because of the investment outlook. 


Instead of looking askance at the growing annuity business, as some per- 

» sons both inside and outside of the insurance fraternity seem to be doing, it is 

_ probably more logical to assume that the annuity business in the United States has 
been unduly neglected; that instead of questioning the increased sales, we should 
look upon them with favor. In a sense, American insurance companies have turned 
a deaf ear to the growing demands of people who regard security as the first lux- 

/ury. The rising tide of social insurance is a warning that insurance functions 
need to be expanded. If private industry does not do it, the State will, and when 
the States enters the insurance business, no one can tell where it will stop. 


Most persons, it is true, do need much more protection than they have, 
_but it is equally true that many persons need to make provision for their old age 
* and to place their savings in safe keeping. The function of insurance is to pro- 
* tect, but the functions of an insurance company have not yet been circumscribed. 
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